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FINDING CORRECT PRINCIPLES OF PUBLIC ACCOUNTS 


By Luoyp Morey, University of Illinois 


As I observe the methods followed in keeping public accounts, 
including accounts of various governments and of public institu- 
tions, and in the discussion of problems relating to those accounts, 
I am always impressed by the apparent failure to discern their true 
functions and consequently the correct principles which should be 
followed in their operation. In particular, it is often assumed 
that the procedure commonly followed in keeping the accounts 
of private business can be applied without material modification 
to public accounts. This assumption, I believe, is unwarranted, 
and has led to the commission of many errors of principle. 

To understand fully the requirements of public accounts, it is 
necessary to understand and take cognizance of the peculiar qual- 
ities in the organization of public business. Public business is 
carried on by means of an organization commonly spoken of as 
the “public corporation,” established by popular constitution or by 
legislative statute and having in general the rights and powers of 
a private corporation. The public corporation has, however, cer- 
tain inherent features peculiar to itself which distinguish it from 
private organizations and reflect themselves directly in its accounts. 
These are, in particular: 

The absence of individual ownership. 
A non-profit making purpose. 
Restriction of resources. 

Limitation of management. 


Ownership in a public corporation is vested in the body politic 
or in those persons appointed or elected to constitute a corporate 
board or commission for the management of a public institution or 
political subdivision, who, however, serve as representatives of the 
electorate and not in their own right. These individuals have no 


H 
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private interest in the corporation of which they are a part and 
are entitled to no individual share in its material resources or gains, 
The element of private ownership common to all forms of private 
business, and therefore clearly expressed in the accounts thereof, 
is thus entirely lacking in public business. As a result, all accounts 
expressing individual ownership and common to the accounting 
system of private business are entirely absent in public accounts. 
Proprietorship accounts of a public corporation consist simply of 
“surplus” accounts representing an excess of assets over liabilities 
and accumulated solely from its incomes. 

The general purpose of a public corporation is to render service 
to the public at cost. Only rarely does it engage in business for a 
profit, and even if profits accrue they are not for individual use 
or distribution. This fact eliminates from public accounting sys- 
tems the necessity of determining “profit and loss,” and therefore 
the need of many accounts so essential in the accounting systems 
of private undertakings. Governmental accounts have to do main- 
ly with revenues and expenditures, the net results of which give 
rise to a surplus or deficit which is available for expenditure or 
which must be met from future revenues, as the case may be. 

The resources of a public corporation are specific in character, 
arising from levies made or resources created to meet particular 
expenditures and to provide funds for particular purposes. In 
order to make certain that these resources will be used exactly in 
accordance with the purposes for which they were collected, funds 
are created in which each separate resource is separately accounted 
for from the time it is created until it is finally disbursed. This 
procedure, rare in private business, is common and essential in 
public business and vitally affects the latter’s accounting methods 
and classifications. 

Limitation of management, especially as to finances, appears at 
every point of business procedure. The people set limitations on 
their representative legislative body through their constitution ; the 
legislature sets limitations through revenue and expenditure acts; 
other limitations are imposed through executive order. All of these 
limitations are finally expressed and enforced through a “budget 
system” of accounting, by which are introduced into the account- 
ing system accounts with estimated revenues to be levied and raised, 
and with estimated expenditures, the latter taking the form of 
appropriation accounts. The “budget system,” now so common in 
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public affairs and not uncommon in private business, provides an 
essential and powerful machinery for planning and administering 
public finances. 

To summarize, these various peculiar qualities of a public cor- 
poration necessitate the following different and peculiar qualities 
and features in its accounts: 


1. The absence of “capital” accounts representing individual owner- 
ship. 

2. The absence of “profit and loss” accounts in ordinary govern- 
mental operations. 

3. The use of “funds.” 

4. The use of “budget” accounts. 


No comment is necessary with respect to the absence of accounts 
in public affairs representing private or individual ownership. The 
accounts replacing proprietorship consist entirely of “surplus” ac- 
counts, which relate to the several funds or to investment in fixed 
property, and which relation must be held inviolate. 

The absence of necessity for the determination of profit and loss 
in the usual commercial sense tends to eliminate certain features 
of accounting procedure and certain accounts essential in private 
business. Depreciation is one of the items commonly considered 
in determining the true profit of a business which is of little or 
no consequence in public affairs, as I shall endeavor to show in 
connection with the subject of fixed assets. Deferred accounts for ° 
items not subject to amortization out of future income are also of 
little significance in public accounts. Unexpired insurance or sim- 
ilar expenditures are carried forward in commercial accounts pri- 
marily for the purpose of determining the correct profit from period 
to period. But public accounts are concerned with expenditures 
rather than costs or profits. Unexpired insurance, while constitut- 
ing an asset from certain standpoints, is not a resource from which, 
in the ordinary course of public affairs, cash can be realized to meet 
expenditures; and the latter is the only kind of resource which is 
significant in a statement of expendable public funds. Similarly 
the setting up of accrued interest receivable or payable, but which 
is not actually due, is not of significance. In the one case, the sum 
accrued cannot be available for expenditure during the current 
period, and in the other case it does not have to be met during the 
current period; hence, these items are not resources or obligations 
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of the current period, and therefore are not essential elements in 
the accounts of the current period. 

In order to make sure that particular revenues and other re. 
sources will be applied to the purpose for which they were raised 
or assembled, it has become a universal practice to divide public 
moneys into “funds.” In the study of public accounts, therefore, 
it is necessary to understand clearly the meaning and purposes of 
funds, and the effect of their establishment and operation upon the 
accounting system. 

The term “fund” signifies, in its broad application, the resources 
set aside or designated to meet expenditures for a certain purpose. 
For example, certain moneys may be designated as expendable for 
the maintenance of a system of parks; thus a fund is created. The 
purpose of establishing a fund, therefore, is to assemble and segre- 
gate the money and other resources available to defray expenditures 
relating to a certain activity. The resources of a fund include not 
only money, or cash, but all other resources, whether they are 
in the form of actual assets in hand, such as accounts receivable, 
securities, etc., or in the form of estimated or anticipated resources 
which are expected to become actugl assets of that fund, such as 
estimated revenues from taxes not yét assessed. 

To account properly for funds, it is necessary that the amount 
of resources available under each fund and the record of their as- 
sembly and application be clearly and separately shown. To do this 
requires that all resources and obligations, assets and liabilities, 
surpluses and deficits, of the government, be analyzed and classified 
throughout in terms of specific funds. The accounts of each fund, 
accordingly, are balanced, and may be exhibited in balance sheet 
form. As a result, the surplus or deficit of each fund is shown 
separately. 

The accounts of a government or public institution, therefore, 
include not merely one cash account, but as many cash accounts 
as there are different funds to be accounted for, since the amount 
of cash applicable to each fund must be shown. A similar treat- 
ment will apply to all assets which are resources of funds, as, for 
example, accounts receivable; likewise to all liabilities which are 
obligations of funds. But the accounts of funds are not limited 
to the actual assets and liabilities of the government. They also 
include resources such as estimated revenues for a fiscal period not 
yet accrued, other commitments and obligations in the form of 
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appropriations of these revenues, and encumbrances, or outstanding 
orders and contracts, payable out of these revenues. The excess 
of the resources over the obligations of a fund constitutes its sur- 
plus, which is separate and distinct from the surplus of all other 
funds, and any statement of the surplus of a government, must, to 
be correct, allocate that surplus to the respective funds to which 
it belongs. 

The accounts relating to government funds are often classified 
under two heads: “proprietary,” including accounts with assets 
and liabilities, and with revenues and expenses; “budgetary,” in- 
cluding those accounts necessary to reflect the operations of the 
budget. Budgetary accounts are peculiar to governmental organi- 
zations. They are necessary because the finances of such organiza- 
tions are carried on in accordance with the budget system, which 
requires accounts to control and analyze the transactions incident 
thereto in accordance with the limitations set in the budget. They 
include particularly the following accounts, or accounts correspond- 
ing thereto: 


1. Estimated revenues. 

2. Appropriations. 

3. Reserve for encumbrances. 

4. Unappropriated estimated surplus. 


It has been the common practice in the past to carry out a strict 
separation between proprietary accounts and budgetary accounts. 
Every transaction affecting a proprietary account, including ac- 
crual of revenue, cash receipts, and expenditures, requires under 
this plan a dual entry: one complete double entry in the proprietary 
accounts, and a corresponding entry in the budgetary accounts. 
I hold that the segregation of these groups of accounts accomplishes 
no real purpose, but in fact results in a false showing of financial 
condition and in the unnecessary duplication of accounting entries. 
The resources of a fund consist of its assets in hand and the re- 
sources which are expected to produce tangible assets during the 
fiscal period. The obligations of a fund consist of the actual liabil- 
ities, the obligations in the form of orders and contracts which 
must be met out of the fiscal resources of the fund, and the com- 
mitments of those resources in the form of appropriations. The 
excess of resources over obligations represents the sum available 
for further appropriations, or the “unappropriated surplus.” No 
other figure of surplus can be of significance for any purpose, and 
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any figure not taking into account all of these items will be mis- 
leading and may lead to embarrassment. 

At the end of a fiscal period budget accounts are assumed to be 
closed and the balance sheet is, therefore, automatically reduced to 
accounts of real assets and liabilities. During a fiscal period the 
proprietary accounts cannot safely be segregated from the budget- 
ary accounts, as no intelligent or complete interpretation of the 
condition of a fund can be made without taking into account all 
its unrealized resources for the fiscal period as of date, and all com- 
mitments and encumbrances of those resources. Only in this way 
can the true surplus of a fund, the amount available for further 
appropriations, be determined, and no other statement of surplus 
is significant, serviceable, or safe. 

For these reasons, and in the interest of simplicity, I believe that 
the distinction between these two groups of accounts should be 
eliminated in public accounts, and the two groups consolidated 
for all purposes; that such accounts as “available balance,” “unap- 
plied cash,” and similar accounts, duplicating certain proprietary 
accounts and introduced solely to secure a balanced budgetary 
group, should be omitted; that expenditures should be charged to 
“appropriations,” and revenues credited to “estimated revenues,” 
and that the dual entries now required be eliminated. Under this 
plan, several ledger accounts would be eliminated and the number 
of entries materially reduced. 

There are two major financial items which remain unaccounted 
for. They are: 

1. Funded or long-term indebtedness. 
2. Properties. 

Funded indebtedness of governments is incurred for one of two 
purposes: (a) to meet deficits accruing from current operations or 
emergencies, which for convenience or by necessity are funded over 
a period longer than the current year; (b) to provide resources for 
financing permanent improvements which cannot be financed out 
of current revenues but which are funded on a long-time basis to 
be paid for out of the revenues of a number of successive fiscal 
periods, or out of special assesments against property owners pay- 
able in installments over a period of years. 

These forms of indebtedness should not be confused, and their 
accounts should not be combined. Funded indebtedness relating 
to current operations represents a deficit which should be liquidated 
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just as rapidly as possible out of current revenues. Its accounts 
should appear in relation to the accounts of revenue funds. I sug- 
gest that the liability account be separately expressed in the ac- 
counts of the fund to which it relates and the contra account be 
“funded operating deficit.” Indebtedness for so-called “local” im- 
provements should appear as a liability against the receivable ac- 
count set up for “assessments” and the cash received therefrom. 
Indebtedness relating to permanent properties should be accounted 
for in relation to the accounts of those properties. 

Accounts of properties acquired and owned by a government 
should be kept by the government. It is of administrative as well 
as of public value to know what sums have been expended by the 
government in the acquisition of the property now owned by it. 
To be of significance, the figures entering into these accounts should 
be on a cost basis and at no time on any other basis. Each item 
of property should .be carried in the accounts at its cost to the 
government and when it is used up or passes out of the hands of 
the government it should be removed from the accounts. The contra 
to accounts with property is an account best styled “surplus in- 
vested in fixed assets.” If any part of the cost of acquisition of 
this property has been financed by incurring debt obligations, such 
of these obligations as remain unpaid will be a part of the contra 
of accounts with the cost of the property, the surplus account being 
correspondingly less. This sum will represent the amount expended 
from revenues by the government on permanent property now in 
use. 

Ordinarily there is no occasion for taking account of depreciation 
of permanent property, due to the following reasons: 


1. There is no particular occasion for knowing the current value of 
government property since the government does not depend for credit or for 
other purposes on the valuation of the property owned by it. 

2. The chief item of interest in accounts with permanent property is 
“What did that property cost the government?” 

3. Since no accounts are kept with profit and loss, there is no occasion 
for accounting for depreciation as an expense. 

4. A reserve for depreciation would be useful only if it could be funded 
and carried forward to provide for replacement of the property when worn 
out. This is impossible: first, because governmental revenues for the most 
part are fiscal in character and must be expended during the fiscal period; 
and, second, because the greater part of public property is acquired through 
bond issue and it would be impossible to raise by taxation an amount tv 
provide for depreciation in addition to paying the principal of the bonds. 
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The above reasons do not apply to any governmental operation 
in which profit and loss are involved, such as a public utility or 
other similar enterprise. In such cases depreciation should be 
entered as an expense, the same as in a private enterprise, and a 
“reserve for depreciation” account credited. 

Surplus representing the amount invested by the government in 
property should not be confused or combined with the surplus of 
funds. Fund surplus is essentially a surplus of money, having to 
do with cash or with resources expected to become cash. Surplus 
relating to property represents only cash that has been expended by 
the government. It is not available for other expenditures in its 
present form and must not, therefore, be combined with surplus of 
expendable funds; but, since the expenditures which it represents 
have been made for permanent property which is on hand and in 
use, it is proper that this surplus should appear in the accounts 
and in the balance sheet of the government, although always as a 
separate item. 

The practice in the preparation of the governmental balance sheet 
at the present time is by no means uniform. In the past, as I have 
already stated, it has been a common, practice to separate strictly 
budgetary resources and obligations from actual assets and liabil- 
ities. In some cases the statement of assets and liabilities has been 
subdivided by funds, particularly as to general, capital, sinking, 
and trust funds. In the majority of such cases capital assets and 
liabilities including property, funded debt, etc., have been included 
in the same balance sheet with capital funds or funds available for 
capital expenditures. The obvious result has been a statement 
of “surplus” which included fund surplus as well as surplus in- 
vested in fixed assets. 

In some cases the balance sheet has not been subdivided by funds, 
but the customary commercial balance sheet arrangement has been 
followed, listing all assets under such headings as “current,” 
“fixed,” and “deferred,” liabilities under similar headings, and a 
balancing figure of “surplus” or “net worth” representing the excess 
of the assets over the liabilities. 

Some writers have held that capital assets and liabilities are not 
properly a part of a governmental balance sheet and should not 
be included in it or in the balanced accounts. 

I do not believe that either of the plans stated above represents 
the best procedure. The purpose of a governmental balance sheet 
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is not to determine the net worth or financial liability of the gov- 
ernment but to exhibit the source, distribution, and realization 
of resources and the extent to which these resources have been as- 
signed, mortgaged, or expended. Its purpose is essentially admin- 
istrative in character. 

I believe that the governmental balance sheet should first of all 
be analyzed or segregated by funds. The balance sheets of funds 
should include both accounts of actual assets and of resources ex- 
pected to become expendable assets. They should include not only 
audited liabilities but contracts or other encumbrances which are 
expected to become liabilities and be payable out of the resources of 
the fund as stated, also the commitments of the resources of the 
funds in the form of appropriations and reserves. For each fund 
a separate balanced statement should be made and no arrangement 
of the balance sheet should be permitted which will combine the 
surplus of all, unless the amount applicable to each is clearly 
shown. The items entering into these balance sheets currently will 
vary somewhat for the various classes of funds, but in general will 
include: as assets, cash, receivables, inventories, investments, and 
estimated revenues; as liabilities, current payables, liabilities te be 
met from resources of the respective funds, contracts and orders 
outstanding, unencumbered appropriations, reserves, unappropri- 
ated surplus. Inter-fund obligations should also appear. 

A separate “property” or “plant” section of the balance sheet 
should appear, including accounts of permanent property for gen- 
eral use, of funded indebtedness relating to the acquisition of that 
property, and of surplus invested in fixed assets. In this way ac- 
counts relating to property and with funded capital indebtedness 
will be included in the accounts of the government and in its 
balance sheet, but not as a part of expendable capital funds, as has 
so frequently been done. Property held as an investment of per- 
manent endowment funds should, of course, appear as assets of 
those funds. 

To summarize, it is my opinion that the accounts and state- 
ments of governments and public institutions should be maintained 
in accordance with the following principles: 


1. All aceounts should be classified by funds and no consolidation of ac- 
counts should be made which does not clearly set forth the resources, obliga- 
tions, and surplus of each fund in detail. 

2. The distinction between “proprietary” and “budgetary” accounts should 
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be disregarded, and the accounts of each fund should be unified for all 
purposes. 

3. Accounts for depreciation, deferred items, and accrued items not actual- 
ly due, should ordinarily be omitted. 

4. Accounts of fixed assets and liabilities should be maintained, but they 
should not appear in connection with accounts of funds unless they clearly 
represent resources or obligations of those funds. 


Problems of governmental accounts are primarily problems of 
governmental administration. To be understood and interpreted 
successfully they must be studied from that viewpoint and not alone 
from the narrower viewpoint of accounting technic. When this 
is done, the accounting treatment, including the treatment of the 
balance sheet, will become relevant and useful, not only to the ad- 
ministrator, but to the public as well, while the strength and virtue 
of true accounting science will not have been sacrificed. 

The volume of public business in this country is tremendous and 
is constantly increasing. The methods of recording and accounting 
for it have not in the past received the serious thought that they 
deserve. There are many hopeful signs of increased interest and 
of progress. I plead for greater consideration and thought for these 
subjects on the part of accountants ‘and teachers of accountancy 
to the end that the best method for every phase of procedure in 
public accounts may be evolved and put into practice. 
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THE VALUATION OF INTANGIBLES 
By J. M. Yane, Pekin, China 


In actual business practice no consistent rule or method is fol- 
lowed in appraising intangibles for the purpose of purchase and 
‘sale.* This is perhaps inevitable in view of the large number of 
variable factors that have to be taken into account in the individual 
case. First of all, each industry has distinct characteristics of its 
own; the nature of the product and constancy of the demand there- 
for are factors that have to be considered in judging the reliability 
of the earnings for which a price may be paid. Again, the numerous 
factors that constitute the basis of superior earning power are 
usually different in different concerns. Third, the value of the 
inventory and other tangible properties is often difficult to estab- 
lish, and this difficulty affects directly the accuracy of the computa- 
tion of the profits that can be reasonably attributed to intangible 
factors. Fourth, as a contributing and yet important reason for 
the divergence of practices is the fact that when concerns are sold 
there are apt to be differences in the circumstances under which the 
concerns may be compelled to liquidate. Finally, it should be re- 
membered that to a considerable extent valuation of intangibles 
becomes necessary when a partnership is reorganized or incorpor- 
ated where no substantial change of ownership has taken place. In 
such cases, the value set upon the intangible properties is usually 
little more than an adjustment of proprietary relations which may 
seem necessary at the time of the reorganization. These and numer- 
ous other considerations make it difficult in the valuation of in- 
tangibles to adhere to any definite set of rules. 


*“As to the methods of placing a value upon the goodwill in any case, it 
must, of course, be admitted that in many instances the-figures repre- 
senting it show ‘price’ instead of ‘value.’ Such price may be fixed at 
what it is expected the prospective purchaser will be willing to pay.” 
J. R. Wildman, “Principles of Accounting,” p. 143. 

“When goodwill is to be sold, the question of calculating its amount 
arises. Considerable has been written concerning the so-called scientific 
method of calculation but, when all is said and done, one will find that, 
from a practical point of view, the goodwill sales price will be any 
amount agreed to by the vendor and vendee. This amount is dependent 
more upon the shrewdness of the traders than upon anything else.” 
G. BE. Bennett, “Basic Accounting,” 1925, p. 295. 
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Diverse as is practice, however, there are several general con- 
siderations which are to a greater or less extent taken into account 
in all cases of valuation of intangibles. In buying a business with 
an established earning power in excess of what is considered or- 
dinary in the particular line of industry, the purchaser expects to 
pay for the capitalized value of the estimated excess earnings which 
may be judged to continue for a fairly definite number of years. In 
computing this value, a number of factors have to be considered, 
viz.: (a) the earnings of the concern; (b) value of investment on 
which a normal rate of income is to be allowed; (c) normal rate 
of earnings for the industry concerned; (d) amount of the excess 
earnings that can be transferred; (e) number of years during which 
the transferable excess earnings may be expected to accrue; and 
(f) rate for capitalizing the excess earnings thus determined. 

Earnings of the Concern. The first step in the valuation of in- 
tangibles is the determination of the net earnings of the vendor. 
Assuming that accurate records have been kept which show the 
nature and origin of the net earnings from year to year, it is neces- 
sary to differentiate between earnings pertaining to the ordinary 
activity of the concern and those which are of a fortuitous or ac- 
cidental character. As examples of the latter, speculative gains and 
profits realized through the sale of fixed properties may be men- 
tioned. It is doubtless difficult to make a clear distinction between 
the two classes of earnings, but when the extraordinary activity be- 
comes quite significant, it should be seen that the earnings result- 
ing therefrom are excluded from the net earnings as a basis of 
computation of the concern’s earning power. 

Earnings vary from period to period (aside from the variation 
in the amount of capital), and it is common to find an average 
of the earnings realized over a number of years. As to how long 
this period should be, no definite rule can be laid down, but in 
general it is admitted that one year is too short, for the abnormal 
conditions in any particular year may upset or exaggerate enor- 
mously the earning power of the business. Nor should too long a 
period be adopted, lest the conditions of the remoter years be so 
at variance with those at the time of the valuation as to make the 
average of little significance. Theoretically, the period should 
cover a complete cycle of general business conditions so that 
changes above and below the normal situation may be fully em- 
bodied in the calculation. Some contend that the cycle of the par- 


i 
i 
9 
f 
q 
q 


Valuation of Intangibles 225 


ticular business should be the basis of the average, so that expenses 
like advertising, ete., occurring somewhat irregularly, will not dis- 
turb the calculation unduly. According to usual practice, two to 
five years’ average of net earnings is used.* 

Value of Investment. When the amount of net earnings is de- 
termined, one needs to find out how much of the said earnings 
should be deemed applicable to the value of investment in the so- 
called tangible properties in order to ascertain the amount of ex- 
cess earnings which may be attributed to the various intangibles in- 
volved. It is evident that, in so far as it is difficult to arrive at 
a correct value for the ordinary business properties and the normal 
rate of return to be allowed on them, intangible values inevitably 
come to have a close and almost inseparable relation to the value 
of such ordinary properties. No attempt is made here to discuss 
the valuation of the various business assets, but it suffices to say 
that in valuing intangibles, a proper value of the former must be 
reached first so as to give a basis for the imputation of earnings to 
the latter. 

A purchaser would wish to pay for the profitable earnings of an 
enterprise only to the extent that he can not develop the earnings 
himself. In paying for the value of other properties used by the 
enterprise, he is actually paying for that part of the cost which 
he can not help incurring in order that the normal or representative 
return may be available. In this sense, the purchaser would be 
willing to pay to the vendor concern according to what he would 
have to pay were he to start to acquire the various necessary proper- 
ties for the carrying on of that type of business undertaking in- 
cluding the necessary equipment and the cost of organization, if 
any. In other words, the cost of replacement of the properties de- 
termines the investment value on which a normal return should be 
calculated. It should be emphasized that this cost of replacement 
applies to properties capable of similar productive efficiency to 
that of the properties of the vendor concern, because it is necessary 
for the purchaser to acquire properties of similar productive ef- 
ficiency in order to secure the same return accruing to the vendor. 

However, instead of figuring the cost of similar properties, it 
is usual in active practice to make a few adjustments of the book 
value of the properties used by the vendor and this is because 


*The Treasury Department requires not less than five years. A. R. M. 
34, infra. 
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the difficulty of finding the market value of similar properties is 
often so great that the cost involved in finding such market value 
may outweigh the difference in value. But, when substantial 
changes in the value of properties have taken place within the 
knowledge of the seller and purchaser of the business, no hesita- 
tion would be shown in making the effort necessary to obtain the 
correct market value. 

It is of interest to note that in an actual transaction the dif- 
ficulty of arriving at the proper value of the tangible properties 
may be so great in some cases that no attempt is made to value 
separately the said properties and the earning power of the enter- 
prise. In such cases the price paid by the vendor will be a com- 
posite for the entire business reached through a process of bargain- 
ing between the parties. Consequently, what appears to be a pay- 
ment for the tangible properties of an enterprise may often im- 
plicitly include an amount for goodwill because the book value of 
such properties may be considerably more than their actual worth. 

The Normal or Representative Return. It must be frankly ad- 
mitted that a normal or representative rate of earnings in any 
particular industry is a thing very difficult to determine in actual 
practice. From the standpoint of theory, an industry which re 
quires higher skill for its conduct, a longer period for its develop- 
ment, and in which the risk of failure is comparatively great will 
ordinarily expect to earn a higher rate of earnings than others. 
However, as to the actual rate normally earned in each industry, 
there is no precise knowledge available. This is partly due to the 
difference in the relative efficiency of the different enterprises in 
the same industry, and partly due to the fact that intangible factors 
of various types exist to some extent in every enterprise, thus mak- 
ing the normality in the rate of earnings a thing almost impossible 
to prove. That is, the presence of these special factors tends to 
create gradations of small variation of earnings in the different 
enterprises both within and without the industry in question. 

Therefore, instead of taking the trouble to calculate the excess 
profits attributable to intangible properties, it has often been the 
practice to use the average net income and multiply it by a number 
of years.* However, the ordinary rate of interest on the capital 


*“When the Tobacco Products Corporation was negotiating in 1915 with 
Schinasi Brothers for the purchase of the business in ‘Natural Cigarettes’ 
the projected price included $2,000,000 for goodwill or just about three 
years’ profits on the entire business.” 
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investment plus a reasonable compensation for the particular type 
of management has been proposed as the basis of the deduction from 
the total net earnings of the concern. Thus it is sometimes said: 

In order, therefore, to arrive at a real basis by which the value of one 

business can be compared with that of another, provision must be made, not 
only for interest on the capital employed, but also for the value of such 
services as have been rendered to that business by its proprietors and not 
already charged against profits.* 
Acording to this view, the reward for the entrepreneurial function, 
or the profit per se, would be left out of consideration (unless the 
services in the above quotation are taken to mean or include the 
service of the entrepreneur, which is apparently not the case), but, 
theoretically, this profit element constitutes the main variable 
factor that makes the normal earnings in one industry different 
from those in another. 

What is usually done in the valuation of intangibles is to take 
the ordinary rate of interest as the minimum basis of the normal 
earnings and make more or less arbitrary adjustments above this 
minimum according to ascertainable facts in the individual case. 
For instance, if six per cent is taken as the proper rate of interest 
on an ordinary investment, probably an addition of two to four 
per cent on this score would be a satisfactory normal earning for 
the industry under consideration.;+ Of course, in determining this 
rate, the fact that the business has passed the stage of normal de- 
velopment must be taken into account. The rate must be made 
lower due to the fact that henceforth the purchaser will be able 
‘Oo receive normal earnings without having to go through the 
period of probation and lean earnings which would be necessary had 
he decided to start a similar undertaking anew. 

The United States Treasury Department in its income tax provi- 


“The figures in Mr. Bowdoin’s estate show that for the period from 
1905 to his death in 1914, the average annual profits of the firm (J. P. 
Morgan) were $2,138,375. The transfer tax appraiser, in estimating 
the value of the goodwill interest, accepted the average annual profits 
for ten years and multiplied this sum by three. This is called the 
purchase value.’ Commercial and Financial Chronicle, December 2, 1922, 
pp. 2425-6. ‘ 

*“Apart from any other consideration, the actual facts attendant upon the 
capitalization of goodwill must be recognized, and if a preferred stock 
at a fixed rate of dividend was sold to third parties to an amount equal 
or substantially equal to the tangible assets, the rate of return on such 
preferred stock should govern.” H. C. Freeman, Journal of Accountancy, 
October, 1921, p. 254. 

tDicksee, “Goodwill and Its Treatment in Accounts,” 3rd ed., 1906, p. G.. 
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sions has recommended a more or less arbitrary procedure in the 
valuation of goodwill. In determining the value of the goodwill 
of a distillery, the Committee on Appeals and Review considered 
than ten per cent on the average of the tangible assets should be 
allowed as a basis in calculating the excess earnings attributable 
to the intangible assets. But later it was stated: 

In the case, however, of valuation of goodwill of a business which consists 
of the manufacture or sale of standard articles of every day necessity, not 
subject to violent fluctuations and when the hazard is not so great, the 
Committee is of the opinion that the figure for the determination of return 
on tangible assets might be reduced from ten to eight or nine per cent .. .* 


Bulletin D issued by the Treasury Department in 1919 shows that 
out of 277 subdivisions of industry, only forty-eight earned more 
than ten per cent and only eight earned fifteen per cent or more. 
In view of this fact, it seems safe to say that the normal rate of 
earnings which should be allowed on capital investment tends to 
oscillate around eight per cent, lower if the industry is of a very 
stable character, and higher if the industry is one whose risk of fail- 
ure is comparatively great. 

The Transferability of Excess Earnings. The extent to which 
the excess earnings can be transferred to the purchaser will depend, 
of course, largely upon the causes or factors which have been re- 
sponsible for the appearance of the excess earnings. Earnings 
based on definite and objective legal rights of various kinds such 
as patents, copyrights, and secret processes will not be affected by 
the change of ownership. But if the excess earnings have arisen 
largely out of the goodwill enjoyed by the vendor concern, there 
are several considerations that have to be examined and taken into 
account. Goodwill based on the personal attributes of the vendor 
is of course impossible of transferance, unless, as is done sometimes, 
the vendor agrees to remain in active service with the vendee con- 
cern for a certain amount of compensation, and, even in this case, 
the old goodwill will gradually dwindle into comparative insig- 
nificance in a few years. Such is true especially of professional 
concerns where the personal contact between the practitioner and 
the customer is very frequent. However, should the goodwill be 
represented by or held through a well-known brand or trademark, 
as in the case of a great trading or manufacturing concern, the 
change of ownership may not affect the favorable patronage so 


*A. R. M. 34, quoted in Bulletin F, issued by Treasury Department. 
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long as the operating policies of the old business are carefully 
maintained. 

Period During Which the Transferable Eacess Harnings May 
Continue. The permanency of the excess earnings seems to go with 
the degree of their transferability, and hence is to be determined 
in the same way in which their transferability is determined, viz., 
on the basis of the factors that have given rise, or may be judged 
to have given rise, to the excess earnings. To the extent that in- 
tangibles are less transferable due to their close relation with the 
personality or skill of the vendor, as in the case of professional 
goodwill, the earnings due to such goodwill would vanish very 
quickly, say, within one or two years after the transfer of the 
business. In general, in the case of a commercial undertaking 
where the developed location and established clientele are among 
the most important considerations involved, the period for which 
the excess earnings may be capitalized will vary, usually, from two 
to five years.* Where developed location is the subject of the pur- 
chase, and the business house is used through a lease agreement 
rather than by straight ownership by the vendor, the term of the 
lease and the probability of the increase of rent charges by the 
lessor will enter into the consideration of the period for which 
profits would be paid. 

In the purchase of a manufacturing concern or a public utility, 


*“At risk of disappointing many who are figuring their goodwill higher, be- 
cause they have never attempted its sale, I must state that in practice, 
the favored multiplier in use appears to be two. The business brokers, 
accountants, adjusters, and lawyers with whom I talked seem to settle 
upon this figure, regardless of the nature of the business, provided it 
were not a monopoly.” System, January, 1912. 

“Authorities seem to concur that a professional business’s goodwill 
does not extend beyond two years by reason of the element of personal 
touch that enters into all transactions. In a manufacturing or mercan- 
tile business, the goodwill will probably extend over four or five years 
by reason of the existing trade-name, trademarks, and so forth. News- 
papers and other semi-monopolies can allowably stand a far higher 
number of years’ capitalizing of net profits.” W. R. Basset, “Account- 
ing as an Aid to Business Profits,” 1918, p. 188. See also, Dicksee, p. 71. 

“How a court reasons in the process of deciding ‘the number of 
years’ purchase’ to be used in a particular case is illustrated by this 
further quotation from the Surrogate’s opinion in the matter of Flor- 
sheim: ‘The transfer tax appraiser has applied a multiple of three years 
to the sum ascertained by deducting from the net profits as found by 
him, six per cent interest on the capital, and $100,000—representing the 
value of the services of the decedent and the surviving partner, to 
which latter item no objection is made and the amount appears to the 
court to be reasonable and proper.’” @G. B. Campton, New York Herald, 
Book Section, November 26, 1922. 
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in which legal rights of various kinds such as patents or franchises 
are involved, the duration of these legal rights, assuming that they 
are the controlling factor in the excess earnings under purchase 
would determine the number of years during which the excess 
earnings may be judged to appear and for which they may be cap- 
italized. However, even in such instances it has been seldom the 
practice to capitalize the earnings for the entire legal life of the 
properties then remaining, for the legal term of a patent or copy- 
right is not necessarily a conclusive evidence of the continued ef- 
fectiveness of their use and not infrequently they become obsolete 
or are superseded by other inventions long before their legal ex- 
piration. Ordinarily, the uncertainty of the profit is such that no 
one can foresee what is likely to happen within a few years after 
the business changes hands and, because of this, it may be true 
that the lack of definite information as to the future makes the 
period of capitalization sometimes much shorter than the subse 
quent condition of the business might demonstrate. 

The Rate of Capitalization. In as much as the current practice 
is to value intangible assets on the basis of “a number of years’ 
purchase” of the average excess earnings of the predecessor, the 
question of finding a suitable rate of capitalization may not seem 
to be of particular importance. The percentage of capitalization 
as has been quoted and used in ordinary cases has often been re 
duced to or taken to correspond to the idea of the “multiplier” 
used in measuring the value of the earning power. For instance, 
a rate of capitalization of twenty per cent may indicate, more or 
less conventionally, that a five years’ purchase of the excess earn- 
ings is implied, for a twenty per cent perpetuity is equivalent to 
five times the excess earnings. In other words, the so-called twenty 
per cent includes both a return of capital and the rate of income 
on the capital invested, or simply one-fifth of the total amount of 
annuity. However, for the present discussion, we shall understand 
the rate of capitalization to mean the rate of return that should 
be expected from the investment or, what is the same thing, the 
rate of discount that should be used in calculating the present 
value of the probable excess earnings after the number of years 
has already been determined. 

It is doubtful if the same rate of return employed in finding the 
so-called normal income on the capital investment of the enterprise 
can be used in determining the present value of the “excess earn- 
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ings.” Theoretically, if the excess earnings were as definite and 
certain as the normal earnings, there would seem to be no valid 
reason why the same rate should not be used in both cases. The 
aim of business being one of making profit, it should not make 
any difference whether the specific particle of income be called 
normal or excess income, which is after all but a division on the 
basis of convenience of analysis. Now the solution seems to hinge 
upon the ultimate problem of whether excess profits are as stable 
as the normal profits. In general, as indicated previously, excess 
profits depend on extraordinary circumstances of various sorts, be 
they the results of good human relations or definite legal rights 
such as patents, copyrights, etc. On the whole, it seems true that 
the maintenance of unusual opportunities depends on continuous 
ingenuity and effort, and exceptional gains in any industry always 
tend to invite competition from outside. The combination of these 
two facts makes the keeping of the extraordinary opportunities 
very precarious and justifies the usual amount of prudence and 
suspicion in the valuation ef intangible properties as a whole. 

Consequently, it seems fair that a higher rate of return should be 
expected from investments in such properties. Further, the un- 
certainty in the income of the enterprise as an entirety is forever 
important, and the amount of income left after the deduction of 
the normai return comprises all the precarious elements which 
make the careful and conservative valuation necessary. If, for ex- 
ample, six to ten per cent should be the variation in the allowance 
of normal rate ot income, then probably eight to fifteen per cent 
should prove a suitable range for the capitalization of the excess 
earnings.* It has also been suggested that the rate of capitaliza- 
tion should be increased as applied to every higher layer of excess 
earnings on the basis of the theory that a small excess is a sounder 
investment than a larger one and that the top layer of excess is 
always subject to the greatest uncertainty of realization due to 
reasons already given.} 


*The Treasury Department recommends that in the case of a distillery 
business, a rate of twenty per cent in capitalizing the excess after an 
allowance of ten per cent on the investment in other properties, should 
be used. A. R. M. 34, supra. 

tSee Hatfield, “Modern Accounting,” pp. 114-115, 
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THE RELATION OF BUSINESS ORGANIZATION 
TO ACCOUNTING 


By Howarp University of California at Los Angeles 


A business like the United States Steel Corporation operates 
with the assistance of an elaborate and intricate system of account- 
ing, highly specialized, extremely technical, and much involved. 
The owner of the one-man shoe-repair shop operates with the assis- 
tance of a minimum of accounts and records or none at all. These 
two examples represent extremes of organization and, at the same 
time, extremes in accounting technique and procedure. From one 
extreme to the other, one may trace for any given industry an in- 
creasing or decreasing of accounting structure which parallels a 
similar increase or decrease in organization. This parallelism sug- 
gests relationships; and these form the subject matter of this paper. 

Business organization and administration tend to place em- 
phasis upon the personal elements in business activity. Individuals 
and groups of individuals associate themselves for the conduct of 
business, devoting their capital, their time, and their energy there- 
to; and the attributes of their association into groups, operating 
as business units, comprise much of the content of business or- 
ganization and administration. Moreover, this association is ex- 
pressed in a variety of relationships—joint owners, joint operators, 
agent and principal, trustee and beneficiary, employer and em- 
ployee, and others. The history of the efforts of these individuals 
or groups of individuals within the business unit to accomplish that 
purpose for which the business unit was formed, namely, the mak- 
ing of profit, is recorded in the accounts of the enterprise. The ac- 
counts thus give a record of the accomplishments of the individuals 
concerned in that they serve as a report of their efficiency as mem- 
bers of the business organization to which they belong. It is sug- 
gested that this personal element, this recognition of the parts 
played by individuals within their business units, is a factor which 
makes vital the accounting records. 

Business organization expresses the relationships of owners 
among themselves and to operators or managers engaged in the 
service of the owners. A large and increasingly intricate variety of 
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ownership relationships is represented in the partnership, general 
and limited, the joint stock company, the syndicate, the business 
trust, the corporation, and other forms of business organization. 

A second form of relationship is found in what is sometimes 
called “internal organization,” organization in terms of the various 
functions performed by the individuals or by groups of individuals 
within the business unit. Thus, there are the sales department, the 
personnel department, and various other departments composed of 
individuals and charged with certain specific functions designed to 
assist in the primary purpose of the organization as a whole. 

Business organization includes, then, a differentiation of func- 
tions among individuals which, in order to be effective, must in turn 
be coordinated ; and an understanding of these various associations 
on the part of the accountant is essential if he is to render effective 
his contribution to such coordination. 

These organization relationships doubtless might be found to 
permeate the entire substance of accounting theory. Certainly 
there are several prominent relationships between the elements of 
businss organization and administration and accounting, and a 
brief consideration of two of these should serve to illustrate the 
aspect of accounting development which is to be emphasized in 
this paper. They are: (1) the work of the auditor in certification; 
and (2) the recent development of the operating statement for pur- 
poses of administrative control. The second of these includes con- 
sideration of the operating budget, comparative operating statistics, 
and cost accounting. The first is allied to ownership organization ; 
the second, to internal or departmental organization. 

The certification of accounting statements prepared by the ac- 
counting staffs of corporations, by public accountants or auditors, 
is an outgrowth of several factors, the principal one of which is 
the relationship which exists between owners and operators of the 
corporate type of organization. The institution of many owners 
widely scattered and variously involved financially with the cor- 
poration, together with its concomitant, delegated management by 
representatives in the shape of directors and appointed officers, 
calls for reports prepared by a disinterested: outside party giving 
the record of the agents’ activities. 

The significance of this certification is more largely evident, 
and the reasons for the various procedures of the auditor become 
more intelligible, as a greater understanding of the corporate or- 
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ganization is had. Corporate organization expresses specifically, 
among other things, the rights, powers, and duties of the owners of 
the corporate business enterprise. The rights of the owners as in- 
dividuals, together with their powers as a group, are carefully de 
fined and explained. The resulting responsiblities of their agents, 
the directors, and of the agents of the directors, the officers, are 
likewise described and explained. The responsibilties assumed by 
the officers, particularly the financial officers, in the pursuit of their 
duties in the corporation are also emphasized. These considera- 
tions provide a background explaining in large part the institution 
of the auditor and the attendant emphasis upon certification. 

The certification of statements by auditors is related not only to 
actual owners but to potential owners. That is to say, the in- 
vestment aspect of certified statements is becoming increasingly 
significant. Here again the knowledge of the relationships of po- 
tential owners to the enterprise should tend to explain and clarify 
the existence of this type of accounting practice. 

The public accountant is likewise employed in an attempt to 
make certain the relations of partners to each other, their shares 
of profits, or their shares of the liquidated assets of the terminating 
partnership. The solution of partnership accounting problems is 
certainly determined in large part by the personal relationships 
existing between the partners. 

Business administration as opposed to business organization, if 
any distinction may be drawn between the two, might be said to 
apply to the organization in action as opposed to the organization 
at a standstill; it represents the dynamic elements as opposed to 
the static elements. This distinction between the static and dy- 
namic elements of business organization might likewise be applied 
to the two principal accounting statements, the balance sheet and 
the profit and loss statement. The balance sheet attempts to cross 
section the financial condition of an enterprise at a given point of 
time. The profit and loss statement, on the other hand, attempts 
to summarize the results of operation: activities. 

The literature of accounting theory stresses the increasing im 
portance of the profit and loss statement and, at the present time, 
places it almost on a parity with the balance sheet; and the same 
increasing emphasis is found in practice. This greater importance 
attached to the profit and loss statement gives evidence of 4 
capacity on the part of accounting to report satisfactorily on the 
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activities of business, or, one might better say, the activities of those 
individuals who are engaged in business. 

Thus in the profit and loss statement we find an analysis of the 
operating expenses attaching to the various groups of individuals 
in the business as a measure of the costs of their services or their 
responsibilities. The selling divison, for example, includes such 
expenses as salesmen’s salaries, salesmen’s expenses, advertising 
costs, and delivery expenses. This analysis parallels the element of 
the business organization. Because of this parallel, it makes pos- 
sible a control over the activities of the business organization. 

The development of departmental expenses and the analysis of 
operating costs in line with departmental activities is a second 
evidence of the close alliance between organization and accounting. 
The control which may be effected over departmental activity 
through the interpretation of departmental expense reports by 
officers in an organization is now quite universally recognized; and 
it seems highly probable that the future development of the ac- 
counts in the profit and loss statement will tend more and more 
to be in line with the organization relationships which exist among 
the individuals or groups which form the business unit. 

In this connection, it may be suggested that the controlling ac- 
count plan—the use of a single account in the main ledger which 
controls a number of accounts in a subsidiary ledger—is available 
for use in case of operating expenses as well as in the case of the 
asset accounts. In the application of this device here, the control- 
ling account could be made to reflect the expense of the executive 
charged with the responsibility of the department, while the ac- 
counts in the subsidiary ledger might be made to reflect the ex- 
penses of those individuals charged with minor responsibilites 
under the executive’s control. This assumes, of course, that the 
value of the executive to the organization tends to be equal to the 
value of those who operate under him. In this situation, evidently, 
we find an opportunity for the application of the control idea not 
only in organization but also in the accounts. 

The ideas involved in the business budget have been made the 
subject matter for several books on accounting, as well as books 
on management and administration. The budget is, of course, 
drawn largely from the accounting records. Also, it is applied and 
made effective through the internal organization. It is thus close- 
ly linked to both accounting and organization and administration. 
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The use of accounting statistics as a control element in business 
administration is of recent origin, but it is now generally recog- 
nized that much statistical information can be derived from the 
accounts which bears a close relation to the activities of the bus- 
iness. The rapid development in this field is further evidence of 
the value of organization and administrative knowledge on the 
part of those charged with the responsibility for accounting. 

In the science of cost accounting the very close relationship be- 
tween management and accounting is perhaps better illustrated 
than in any other phase of accounting. The cost accountant deals 
largely with costs which are derived from two sources, the accounts 
and reports of quantities produced. The combination of these two 
phases of business activity, accounts and production, is a most ef- 
fective instrument in the hands of factory executives. Numerous 
illustrations might be given of cooperation between cost account- 
ants and industrial engineers as evidence of the utility of the ac- 
counts in factory administration. 

The recent attempts to attain for other types of business enter- 
prise the advantages which cost accounting has brought to in- 
dustrial units, give further evidence of the possibilities for an even 
greater alliance between organization and accounting. 

In conclusion, it is suggested that a knowledge on the part of the 
accounting department of the individuals responsible for business 
activity and their relationships to each other and to the business 
unit, will aid materially in effective accounting. The accountant, 
for example, should view the record of properties as shown on the 
accounts of the enterprise as definitely related to those individuals 
in the business organization who have custody or control over the 
properties. The personal element would then be interposed between 
the accounts and the property represented by the accounts. As a 
result, accounting statements would measure not only property 
values, but also the effective or ineffective administration of changes 
in property values by individuals in the organization. 

Accounting exists, then, not for its own sake, and not alone for 
the accurate measurement of property values and their equities. It 
should also serve to measure effectively the individuals who, taken 
in the aggregate, comprise the business organization. And the 
recognition by the accountant of these individuals and the parts 
they play in the activities of the business organizations to which 
they belong will contribute to his usefulness. 


BRIDGING THE GAP 
By W. B. Casrzennouz, LaSalle Extension University 


The title of this paper might lead one to expect a discussion of 
some engineering project. The gap referred to, however, is that 
which still separates accounting and economic concepts. Must 
there, of necessity, always be such a gap, and, if so, what must or 
should its limits be? Must it remain an open gap or is there 
some factor which will provide a bridge across it? 

As I see it, the precipice on the economic side is the concept of 
consumers’ cost, whereas the considerably lower precipice on the 
accounting side is the present limited concept of inventoriable val- 
ues. Can the latter concept be sufficiently elevated so as to bring 
the accounting concept to a level with the economic theory, thus 
making it possible to construct a substantial and durable bridge of 
logical connection? The term, “consumers’ cost,” is used through- 
out in the economic sense; we are not speaking of the ultimate con- 
sumer. 

To the retailer, wholesaler, and manufacturer, consumers’ cost is 
ordinarily the equivalent of selling price. The selling price must 
yield an amount which will return to them the sum of all so-called 
cost or expense outlays and a profit. Unless it does this, these 
various industrial agencies cannot remain in business. It is quite 
reasonable to assume, therefore, that retailers, wholesalers, and 
manufacturers will usually stimulate their activities in such man- 
ner as to comply with those laws of demand they handle or produce. 
From this premise, one may also conclude that their activities are 
such as to create the economic values which are inherent in con- 
sumers’ cost or selling price. Accounting for these activities should 
be, therefore, an accounting of and for values, as values, and not 
a combination of inventorying on the one hand and expense ac- 
counting on the other. If business activity has as its object the cre- 
ation of values, which are measured by consumers’ cost or selling 
price, and if business permanency is dependent upon such creation, 
then business activity, no matter in what department, is a value 
creating activity and not an expense activity. Every activity neces- 
sary to produce and sell the goods and collect the money in ex- 


238 The Accounting Review 


change is a value creating activity. The distinction between pro- 
ductive work and expense is unreal as an economic concept. 

Those values that have already entered the market (sales in 
accounts receivable) are values of realization; those values which 
are forming (now largely accounted for as expense) are values of 
conversion. The cardinal difference between the two is that the 
values of realization include the profit increment (they are con- 
sumers’ cost or selling price), whereas the values in conversion do 
not include the profit increment because they have not attained the 
full status of use or ownership by the consumer, that is, they are 
not yet realization values. In the case of finished goods or com- 
modities ready for sale, the only difference between conversion value 
and consumers’ cost value as above defined is the profit increment 
that the selling price (consumers’ cost) will return to the merchant 
or manufacturer. 

With this concept in mind, we may define profit as that incre 
ment of consumers’ cost value which is ordinarily in excess of the 
conversion value created for consumers’ needs by the merchaut or 
manuacturer. That values are created by the merchant or manufac- 
turer is evidenced by the fact that they are part and parcel of con- 
sumers’ cost values; in fact, consuniers’ cost value is the desider- 
atum of value creation on the part of the seller. This concept is 
thoroughly in accord with the economist’s recognition of place, 
form, and time values. 

It is safe to assume that only those merchants and manufacturers 
who do create, through their operations, consumers’ cost values will 
remain in business, because business cannot continue without profit. 
Those who do not create consumers’ cost values are those who at- 
tempt to create values for which no economic demand exists, where 
economic demand is limited, or where the production and sale of 
commodities are already in excess of social needs. Naturally, the 
theory of marginal utility finds its application and, sooner or later, 
produces (either permanently or periodically) a proper balance 
between the demands for economic goods and the activities that 
satisfy the demands. In other words, the operation of the natural 
forces of the market tends to. place in consumers’ cost value a 
sufficient margin of profit to keep a reasonable number of merchants 
and manufacturers in successful business. In a discussion of this 
kind, therefore, it is quite needless to inject the consideration of 
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those enterpreneurs who ignorantly or unconsciously violate 
economic laws. 

It is essential, however, from the viewpoint of social and national 
economy, to provide for all enterpreneurs an accounting plan which 
will bring clearly into their consciousness the fact that they are 
creating values for consumption and that those values must be 
sufficiently lower than consumers’ cost values to permit recovery of 
a profit large enough to warrant the continuation of business. An 
accounting system that constantly emphasizes that values are 
limited by the inclusion therein of only certain types and classes 
of costs and expenditures is not conducive to a full appreciation of 
the objects of business, and will always tend to blind the entrepre- 
neur as to the character of consumers’ cost or selling price. We 
should not forget, either, that under certain conditions of sales 
stimulation, the enterpreneur may himself appreciably influence 
selling price or consumers’ cost value. New demands are often cre- 
ated in this fashion and old demands are sometimes enhanced. In 
fact, the whole process of selling is very much concerned with the 
creation and enlargement of desires expressing themselves in ef- 
fective demand. 

That which the merchant and manufacturer has to sell is the 
potential of the value that the consumer buys, assuming always 
that the objects of sale are those that are in conformity with the 
concept of economic goods. The objects of sale contain not expenses 
or losses, but the values to be later consumed. The entire processes 
of merchandising and manufacturing are therefore value creating 
processes even to the inclusion of the profit increment, although the 
latter becomes a realization value only when the sale has been ef- 
fected. I believe, therefore, that accounting procedure will and 
should change so that it will present on the one hand an account- 
ing for values of realization and on the other an accounting for 
values in conversion. What would the effect of such a change be? 

It must be admitted that the object of all business is to recover 
through sales or services all outlays made by business, plus the 
needed profit to keep business going. If all outlays and profits are 
recoverable, then the business process is the creation of consumers’ 
cost value. Whether or not consumers’ cost value agrees fully with 
the values that business wishes to recover is, as heretofore in- 
dicated, purely a matter of economic adjustment and does not in 
any way invalidate the principle of value creation. The recogni- 
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tion of this principle in accounting would result in treating all 
expenditures in business as value building factors instead of as 
expenses. 

The step to such treatment is not a big one because advances in 
this direction have already been made. Originally, in the costing 
process, only direct labor and direct materials were included in in- 
ventories of goods in process and finished goods; to-day, an up-to- 
date cost accounting system adds to these inventoriable values the 
proper proportion of all factory overhead, such as depreciation, in- 
surance, taxes, repairs, light, heat, power, supervision, planning, 
engineering, routing, and other factory service items. Formerly 
many of these, and in some cases all of these factory overhead items, 
were considered as part of general expense and they were not al- 
located to products in the inventory. Why should they now be 
treated as creating inventoriable values to the exclusion of the 
items that still remain in the commercial cost or expense group? 
Is it assumed that selling and administrative expenses do not create 
recoverable values (consumers’ costs)? There is certainly no such 
assumption in the minds of business men, because acting on a as- 
sumption of this kind would mean speedy elimination from bus- 
iness. 

By not extending the sound principle (tacitly admitted) of value 
creation by means of all business expenditures, the business man 
places himself at a decided disadvantage with reference to the 
very values he creates for recovery, and too often indeed is he in- 
fluenced to make prices on the basis of the limited inventoried 
values that he finds in his books. He should be put on notice at 
all times by an adequate accounting as to the full values in conver- 
sion created by him which he must in turn resolve into values of 
realization. He must recover not only present inventoried values 
but the values created by the factors of product distribution and 
business administration as well. If it is important to know the 
values forming the so-called “cost of sales,” it is just as important, 
in fact more so, to know the additional values which bring this 
figure to the total of all his costs and expenses. Surely he should 
know this value, because that which he secures from consumers in 
excess thereof (profit) is the very essence of his continued business 
existence. 

Our plea is, briefly, that business operations, economically con- 
sidered, create values; that these values are not created by any par- 
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ticularly selected group of business activities to the exclusion of 
others, but that all the business activities create these values; that 
inventoriable values should include all the factors of value crea- 
tion; and, that, as a result of these various recognitions, the real 
object of the business process—the realization of the largest pos- 
sible profit increment—will be projected as never before into the 
consciousness of management. 

Business and accounting have been very much obsessed and de- 
ceived by misconceptions regarding value creation, with the result 
that we are still very much concerned with that “will-o-the-wisp” 
we call “gross profit.” There is no such animal, because there is 
only one profit in business. Gross profit as disclosed to-day on 
profit and loss statements, conveys clearly the impression that it 
is an excess recovery from sales, over those increments of costs and 
expenses (so-called) which we have included as values in the in- 
ventory that has been sold. It is, of course, such an excess, but 
it is no profit, because we immediately deduct from the gross profit, 
the other values (commercial costs) which we have likewise re- 
covered through the sales. In other words, we know that the sales 
must include the commercial values, and yet we refuse to treat them 
as values. At the same time, we must know that if sales do not 
return commercial values, we can have no assurance that those 
factors which are included in inventoried values are recoverable. 
Why not give all expenditures the same treatment when we know 
full well that they must be recovered through sales, if we are to 
remain in business? 

Let it be borne in mind that I am not contending for the inclusion 
of the profit increment in inventories. The profit increment is the 
bridge which crosses the gap between consumers’ cost and the cre- 
ated values to be consumed. How strong that bridge will be de 
pends upon the processes of management; whether the bridge can 
be constructed at all depends upon the merchant’s and manufac- 
turer’s knowledge of consumer markets, and the proper adjustment 
of their operations in accordance with the economic principle of 
marginal utility. 

To account for all values created by the business process is not 
any insurmountable task. In fact, it involves merely the applica- 
tion of cost accounting principles to that group of activities now 
measured by commercial costs—the costs of distribution and the 
costs of administration, and the inclusion of these, on some care- 
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fully predetermined basis, in the inventory of finished goods. In 
doing this, in the case of a manufacturer for example, the distinc- 
tion between production activities on the one hand, and distribution 
activities on the other, should be carefully observed ; these activities 
are functionally distinct and should be separately accounted for 
so as to secure the most effective control over them. In merchan- 
dising, the distinction to be observed is that which separately de- 
fines buying and selling. 

In a manufacturing business, which we may use for purposes of 
illustration, those costs now included in the commercial group 
should be carefully studied, and those of them that represent out- 
lays for production control or management should be considered 
as creating production values. By elimination, the remaining ex- 
penditures, except those for financing, may be considered as distri- 
bution costs or values. Financing costs should be allocated to pro- 
duction and distribution costs should be allocated after all other 
costs and expenditures have finally been placed in production and 
distribution pools, and then on the basis of the relative totals in 
these pools. This process will give a higher value to the manufac 
tured product than now by the amount of administrative an¢ 
financial costs which are to be added as additional factory over- 
head. It will add to distribution cost that amount of admin- 
istrative cost which represents the work of controlling and manag- 
ing the factor of product distribution. In short, the suggested pro- 
cedure recognizes that administration does not have a separate 
existence, and allocates it to the production and distribution factors 
with which it is really concerned. 

Were an accounting process of this kind invoked in business, 
it would doubtless very shortly lead to a more distinct functional- 
ization of business, so that expenditures would quite automatically 
find their way into either the production pool or the distribution 
pool. The process would also put the proper amount of admin- 
istrative overhead into inventories in process so that there would 
be no disproportionate loading as between these inventories and the 
inventories of finished goods. 

When finished goods are placed in stock, they are salable and 
they are then capable of returning to the manufacturer not only 
the values created by the production process, but, in addition there- 
to, the values created by the distribution process. The sum of these 
two value increments indicates at once the margin or the profit that 
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the selling price will yield. The manager has before him the entire 
knowledge of his values of conversion and the values of realization. 
If the margin or profit revealed by the comparison is insufficient he 
knows that one of the following two alternatives must be invoked : 
either he must stimulate effective consumers’ demand at the price 
offered ; or he must cut the cost of his value creating processes. If 
he can do both at the same time that may result even more favor- 
ably. Moreover, if he studies his value conversion processes very 
carefully and by means of truly analytical cost reports (on produc- 
tion and distribution), he may be able at times, when margins or 
profits are exceptional, to cut prices in order to secure a greater 
total profit through increased volume. He must, of course, always 
be ready to face price competition, much of which is unintelligent 
and, in time, self-eliminatory. He must also guard against sub- 
stitute competition. But, none of these factors invalidates the 
principle of value creation; competition factors merely call for 
policy adjustments. 

In summary, our position simply means that finished inven- 
tories, or merchandise for sale, should include all the values created 
by the business process, except the profit which is the additional 
value created by the consumer’s act of purchase. In retail mer- 
chandising, these values could be very simply applied, but, in manu- 
facturing, the varying expenditures of territorial distribution some- 
what complicate the picture. It will be necessary in the latter case 
to determine the territorial values of manufactured commodities. 
These can be determined, however, through very much needed ter- 
ritorial distribution cost studies, and then, through a process of 
scientific budgetary control which properly coordinates the terri- 
torial needs with the production process, inventories and inventory 
values may be reflected which will give effect to the different ter- 
ritorial product values. In other words, inventories will not only 
be balanced against sales as a whole but with reference to the ter- 
ritories to which the goods are to be shipped. In effect, this is being 
provided for now in scientific budget making; only the separation 
has not been provided. That separation might prove a very effec- 
tive stimulation in connection with the urge to secure maximum 
turnovers in the different territories, and would at once give some 
valuable information as to any seasonal conditions in the ter- 
ritories. 

The detailed accounting procedure which would be made neces- 
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sary by this newer concept of business expenditures would not be 
complicated at all. At present, where a cost system exists, we 
charge to products, that is, to inventory, all direct labor and mate. 
rial as a matter of course, and all applicable overhead on the basis 
of predetermined rates. The overhead we charge to production 
orders or jobs in process, as the variety of manufacturing conditions 
demand, and we credit a reserve for factory overhead. Actual 
expenditures for factory overhead are either directly charged to the 
reserve or to a deferred factory expense account. 

According to the projected plan, which recognizes, in manufactur- 
ing, only production and distribution expenditure pools, there 
would be added to the production values certain variable amounts 
(to take care of varying territorial distribution expenditures) 
which would represent the distribution values contributed to the 
product. The charge would be to inventory of finished goods and 
the credit would be to reserve for distribution. Actual expenditures 
for distribution purposes would be charged either directly to the 
reserve or would ‘tbe placed in a deferred distribution expense ac- 
count. If estimates were quite accurate, the reserve and the de- 
ferred account would be in approximate agreement at the end of a 
selected period of operations. I think it should be apparent that 
the accounting plan as proposed, if combined with a system of 
budgetary control, would be a very effective instrument of man- 
agement. 

Doubtless the readers of this article have wondered about the 
treatment of interest on the investment. I have purposely refrained 
from mentioning that item until now, and I did not have it in mind 
when I spoke of financial expenses. The financial expenses referred 
to are those arising out of the administration of the business as a 
financial structure, and would include such items as were neces- 
sary to maintain a treasurer’s office, a credit and collection depart- 
ment, a general accounting department, and such financial adjust- 
ments as are expressed by discounts on sales set off against dis- 
counts on purchases—expenditures arising out of operation and 
not out of pure proprietorship. 

Interest is the cost for the use of capital, generically considered, 
whether that capital is owned or borrowed. Capital in this sense 
is not the amount invested in plant for production, nor the amounts 
available for any and all of these purposes; it is a thing in itself 
and\js entitled to an independent consideration and treatment. The 
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return for its use is not therefore to be accounted for as a produc- 
tion cost, a distribution cost, or any other kind of a cost in connec- 
tion with operational or service facilities. It is a pure return aris- 
ing out of ownership and not out of application. 
The values created and realized therefore in business may be 
briefly summarized as follows: 
1. Conversion values which result from all operational activities. 
2. Ownership values which are the measure of the use of productive 
capital. 
3. Profit or the reward for management risk which results from the 
ability to maintain the proper spread between conversion values 
and consumer’s cost. 


The business man who is quite generally interested in securing a 
sufficient net income to cover both ownership values and pure profit 
is not in the habit of separating his net income to show the interest 
return and the profit separately, nor is the consumer interested in 
this question; in fact, the latter may sometimes feel that a fair 
interest return to the business man is sufficient, especially if the in- 
terest is figured not only on original investment but on the sum 
of such capital and the accumulated profits left in the business. 
It is imperative, however, that the business man insure himself a 
return which is more than interest, because, otherwise, he would be 
foolish to continue his investment where risk is a decided element. 
He should see to it, therefore, that what he calls business profit 
(the sum of an interest return on the investment and pure profit) 
actually rewards him for the use of his investment and his man- 
agerial ability. In figuring business profits, as defined, he should, 
at least mentally, make the division which surely exists, and he 
should have these elements fully in mind when making selling 
prices. 

Business profit bridges the gap between the economist’s concept 
of consumers’ cost and the enlarged concept of business values out- 
lined in this article. The thought has been to raise the level of the 
accounting precipice to that of the economic precipice by including 
as values in business all actual expenditures and outlays, and by 
stating these as inventory values. It is only the business profit 
then that separates the two, as far as the relative concepts of value 
are concerned. When the consumer, through consumer demand, 
actually buys, the gap between the two concepts is bridged, and ac- 
countants and economists are united in their understanding of 
things. 


DISTRIBUTION COSTS AND INVENTORY VALUES 
By W. A. Paton, University of Michigan 


In discussing the relationship of selling expenses and other dis- 
tribution costs to the problem of inventory values, a moment’s con- 
sideration may first be given to the underlying connection between 
cost and selling price. It is generally recognized by economists 
that the specific cost does not determine or fix price in the case of 
the individual producer except under very special circumstances 
(although it is true that many cost accountants appear to think 
otherwise). It should be fairly obvious that the actual price at 
which a particular item or run of product can be marketed is the 
resultant of a complexity of forces in which those operating through 
the demand side of the market are likely to be as potent, or even 
more potent, than those operating through the supply side. Cost 
affects the supply prices of commodities, of course, particularly in 
the long run, but the effective cost even in this connection may be 
found only in the case of a limited number of marginal producers. 
Certainly we must admit that market values do not result in the 
specific case merely through the process-of incurring costs. 

On the other hand, in the case of the representative enterprise it 
is true that market price is normally sufficient to cover all of the 
expenses of operation, including the so-called distribution costs, and 
something by way of a profit margin as well. And the accountant 
makes considerable use of this fact. That is, the accountant regu- 
larly predicates his work upon the assumption that the concern 
with which he is dealing will continue in operation more or less 
indefinitely on a resonably successful level. He assumes, in other 
words, that products will be sold at a price sufficient to yield a re- 
turn of all costs to the enterprise as well as a margin to cover the 
implicit functions of the owners themselves. To put the matter 
still differently, the accountant depends upon the doctrine that 
values are determined by costs incurred and that therefore cost 
gives the proper basis for initial accounting values—values which 
require revision only when there is definite evidence that changes 
are in order. 

Whatever may be the influence of costs upon values, it seems clear 
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that one type of cost is quite as effective as any other. That is, 
there is every reason for saying that, with respect to effect upon 
yalues, all actual costs are homogeneous. In fact, it must be ad- 
mitted that even the economic significance of the implicit functions 
of ownership and management are as valid determinants of prod- 
uct values as the costs represented by the commodities, services, 
ete., acquired by the enterprise from the outside as the result of 
explicit business transactions and consumed in operation; interest 
and marginal profits have as much influence upon price as other 
underlying economic elements. This, of course, raises the old 
question, is implicit interest on investment an actual expense for 
accounting purposes? And from the standpoint of price determina- 
tion there is something to be said for an affirmative answer. Why 
draw a sharp line of demarcation between labor and material cost 
incurred, for example, and the estimated economic significance of 
capital furnishing, responsibility taking, and the like? This ques- 
tion cannot be discussed in this connection. It should be insisted, 
however, that because there is no fundamental distinction as far as 
the underlying processes of price determination are concerned be- 
tween orthodox expense charges and estimated normal income ac- 
crued, it does not follow that there is not a distinction between 
the two elements for accounting purposes. It must be remembered 
that the accountant adopts the point of view of the specific pro- 
ducer, not of the customer or the public at large. That is, the ac- 
countant is dealing with the individual private enterprise and na- 
turally looks at the concern through the eyes of those furnishing 
the capital and taking the ultimate responsibility; and from the 
standpoint of the owners, certainly, explicit expenses incurred by 
them are quite in contrast to estimated, hoped-for earnings. It might 
be added that the very fact that one set of charges represents an 
actual historical record of bona fide transactions and that the other 
set represents estimates involving no explicit trasactions gives at 
least a practical basis for differentiation. 

The time may come when methods of accruing income gradually, | 
as costs are incurred, rather than awaiting sale to demonstrate the 
presence of income, will be developed. Even now, in fact, income 
is accrued in the inventory values in special cases such as finished 
goods awaiting delivery on a firm contract, long-term construction 
jobs, farm inventories where the farm-price method is used, etc. 
Nevertheless, it is still true that very generally no effort is made 
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to recognize the accrual of the margin between expenses and sales 
until sales are actually made. 

The present practice of charging distribution costs directly into 
operating expenses without passing them through the regular cost 
system and thus into inventory values, is doubtless based in part 
on the assumption that such costs are not subject to inventory be 
cause they occur simultaneously with the sale or after the sale hag 
taken place. In the retail field, for example, the salary of the sales- 
man in the store whose work is restricted solely to attending to 
the immediate wants of the customer in the way of displaying the 
goods, assisting the customer to make a selection and in wrapping 
and delivering the purchase, is quite obviously a charge which 
cannot properly be included in inventories. Rather it is an im- 
mediate cost of sales, an unqualified expense charge having no pos- 
sible influence upon future business (aside from any trace of good- 
will which may be developed by the conduct of the salesman). It 
is true that the owner can reasonably assume that in acquiring the 
services of the salesman he is receiving a value equivalent for his 
expenditures just as in the case of any other cost. In fact, it would. 
be possible for the accountant to set up an ephemeral asset charge 
_ for the expenditure, but if this were done it would be necessary to 
follow this entry immediately with another by which the charge 
was transferred to an expense account. That is, while the account- 
ant might conceive of the transaction as, first, the purchase of an 
asset by the owner, and, second, the utilization of this asset in 
operation, it would obviously be quite fantastic to do so under these 
circumstances. 

Therefore it may be held that to the extent the assumption men- 
tioned above is actually valid in practice, the present conventional 
treatment of selling and related expenses is sound. It should be 
fairly obvious, however, that a large part of the so-called distribu- 
tion costs of the representative enterprise, particularly in the manu- 
facturing field, is not on a level with that of the selling charge just 
mentioned. Take the case of advertising, for instance. A large 
part of the manufacturers’ advertising under current conditions is 
of the indirect type; it is aimed not at the person with whom the 
manufacturer makes a direct business contact (the wholesaler, job- 
ber, or dealer), but rather the ultimate consumer. It follows that 
advertising charges incurred in a particular year may have little or 
nothing to do with the sales of the same period ; instead their effect 
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may be felt in the next year or even later. Similarly, in the case 
of the salaries, traveling expenses, and other charges incurred by 
salesmen, it is obvious that in many cases these charges are met 
weeks before deliveries are actually effected and revenues recognized. 
Distribution and commercial costs now-a-days cover a rather broad 
activity of the business, an activity which by no means is focused 
exclusively upon the precise point of sale. It does not seem un- 
reasonable, therefore, to raise a question as to the propriety of the 
conventional practice of charging all distribution and commercial 
costs directly to operating expenses without permitting them to 
affect the internal cost accounts or the related inventory values. 

To put the problem somewhat differently, is the conventional con- 
ception of “cost of sales” as opposed to all other expenses legit- 
imate? Practice varies decidedly as to what is excluded from cost 
of sales, but commonly a fairly sharp distinction is drawn in the 
accounting records and in the income report between certain as- 
signable costs on the one hand and all other expenses on the other. 
Is this distinction sound? Strictly speaking any charge to revenue 
—any charge, that is, which represents a cost of bringing about 
current revenue or a cost properly applicable thereto—is a cost of 
sales. It is very unfortunate, entirely aside from the merits of the 
specific matter in hand, that this expression has come to have the 
narrower connotation, as serious misapprehension has undoubtedly 
resulted, and this has been one of the obstacles in the way of the 
development of satisfactory income sheets. In the typical income 
statement in the trading field, for example, cost of sales is restricted 
to cost of merchandise as such with perhaps transportation 
charges added, and all other operating costs are excluded. Cost of 
sales being determined in this way, a balance is struck which is 
labeled “gross profit,” another most unfortunate bit of terminology. 
In this connection it may be permissible to suggest that the gross 
profit figure which is so much stressed in income sheet work 
throughout accounting practice is really a relatively insignificant 
figure, and might well be dispensed with. That is, instead of chang- 
ing the name of this element (as some of the trade associations have 
suggested, on account of its obviously improper implications), why 
not eliminate the calculation entirely? The important thing in 
the income statement is a sound managerial classification of costs, 
all costs applicable to the sales of the period. Intermediate bal- 
ances, such as the so-called gross profit, are of little or no sig- 
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nificance, at least in the general income sheet wherein all of the 
income determining activities of the business are covered. After 
all, why is sales less an arbitrary merchandise cost of sales figure 
of greater importance than the difference between sales and all 
labor costs, for example? 

In some respects the problem in hand is of special significance 
in the trading field. In this field selling and other distribution 
costs are large, often far beyond the cost of merchandise as such 
itself. The conventional line of distinction between cost of sales, 
so-called, on the one hand and all other expenses on the other is, 
therefore, particularly unfortunate here. There is no fundamental 
economic distinction between trading and manufacturing, and 
there should be no fundamental difference in the methods of ac- 
counting for costs developed in the two fields. The manufacturer 
buys raw materials, incurs labor costs of various types, makes use 
of many auxiliary cost elements, and has for sale a finished product. 
Precisely the same may be said of the trader. It is true that the 
trader does not ordinarily alter materially the physical condition 
of the goods which he is handling, but economically the distinction 
between merchandise purchases (the trader’s raw material) on the 
one hand and merchandise sold (the trader’s finished product) on 
the other hand is quite clear. The trader is engaged primarily in con- 
tributing ownership and place utilities, it is true, rather than form 
utilities, but there is no underlying distinction between the two 
types of activities as far as valuation is concerned and there should 
be none in cost accounting. Indeed, the wholesaler or retailer fre 
quently makes a great many changes which substantially alter the 
physical appearance of the goods, particularly in the matter of re 
packaging and otherwise preparing for sale. 

In other words, a large part of the costs of the typical whole- 
sale or retail enterprise which are ordinarily charged directly to 
operation without any cost analysis are clearly of the same char- 
acter as factory costs, and should not be dealt with under the 
head of selling expenses as such. Transportation charges, costs of 
unpacking, marking, shelving, and the like, storage costs, and many 
other of the so-called expenses are obviously subject to inventory in 
the sense that they may give their effect to the sales of a later 
period rather than to the revenues to the current period. The 
shorter the period, the more critical this question becomes. Cer- 
tainly it is true that a merchant who charges all of the aforesaid 
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items directly to operating expenses when the costs are incurred, 
and who is trying to prepare monthly statements, is likely to ob- 
tain very unreasonable results. In the month of November, for 
example, he may be stocking up on holiday goods and incurring 
heavy transportation and handling charges, together with other 
store costs, which should be deferred and charged to the revenue 
of December or later months if the integrity of the monthly statis- 
tics is to be maintanied. 

It is recognized that in many cases the expense of attempting 
to apply cost accounting methods to the various operating costs 
incurred in the small store would be prohibitive, and no suggestion 
looking to an unreasonable elaboration of accounting procedures 
at this point is intended. Nevertheless it is believed that at least 
with respect to inventories taken on a cost basis some adjustment 
might well be made in a large number of cases which would mate- 
rially improve the accounting employed. Just as in many cases 
now a careful estimate of freight charges applicable to the in- 
ventory is made (without attempting to pass each item of freight 
through a complete system of cost accounts), so it would be possible 
to work out a percentage by which other costs subject to deferring 
might be determined and included in the inventory. 

The theory that all costs legitimately incurred in the conduct of 
the enterprise which do not relate to the sales of the current period 
but may be expected to contribute to the revenues of later periods 
should be deferred and included in inventories, so far as these are 
taken on a cost basis, is particularly rational from what might be 
described as the income sheet point of view. Assuming that a bus- 
iness management has adopted the underlying thesis that revenues 
are realized through sales and that incomes should, therefore, be 
accounted for as a function of sales, it follows that the operating 
section of the income sheet becomes in such a case a statement 
of gross revenue on the one hand and a classified statement of all 
charges applicable to such revenue on the other. As far as the 
income sheet is concerned, that is, the question is not when the 
money was spent or when the cost was incurred, but rather, when 
has the benefit of the charge been realized in sales or, in other 
words, when does the cost become a cost of current revenue? From 
the standpoint of the income sheet, to repeat, there is everything 
to be said in favor of a philosophy which views each operating cost 
on its own merits quite aside from the more or less archaic conven- 
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tions of accounting, and contemplates the recognition of such cost 
in the income statement only as it can be allocated thereto in view 
of its effect upon the volume of sales. 

The principal objections to broadening the scope of cost ac- 
counting methods and the conception of inventory values along 
these lines may be said to arise in terms of conventional views with 
respect to the nature and uses of the balance sheet. As far as 
balance sheet values are concerned, most accountants feel that only 
deferred items should be included which are capable of realizability 
in other forms than through future operations; and it must be 
admitted that many of the distribution and selling costs appear to 
be somewhat questionable at first sight from this standpoint. A 
company, for example, lays down a barrage of expensive periodical 
advertising. How can it be determined when hits will begin to be 
scored, and how can the number of hits, if any, be discovered? 
Many accountants feel that the effect of such expenditures upon 
future business is so difficult to trace that it is more reasonable to 
charge such costs to revenue in the years in which the costs are 
incurred than to attempt anything by way of a deferring of such 
costs. On the other hand it must be admitted that, as emphasized 
above, one class of charges entered into well advisedly is just as 
recoverable in the total of revenue as any other class of charges, and 
from this point of view it might be feasible to take unusual ex- 
penditures on faith, as we do religion, and allocate them to later 
operating periods on some more or less arbitrary basis. Certain- 
ly it is true that a great many arbitraries are now used in dealing 
with orthodox factory costs, and it is a question whether our 
prejudice with respect to advertising and like charges is really 
justified. 

No doubt accountants lay too much stress upon observable re- 
lationships to the neglect of underlying economic considerations. 
The mere fact that work in process, for example, is a tangible thing 
in no way insures the recovery of the costs which we have attached 
to this object. In fact, work in process—without continuation of 
operation to completion—is in many cases one of the most question- 
able of assets, and in collecting costs which we attach to work in 
process we often depend on relationships which really are of small 
significance. It can scarcely be maintained, for example, that even 
when an item of materials actually becomes a part of a particular 
product of a particular process it must invariably be treated as a 
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legitimate cost of that part or process. In this connection the 
old example of the coal burned in the freight locomotive which is 
stationed on the siding under a full head of steam to permit the 
passage of fast passenger traffic may be mentioned. Certainly there 
is serious doubt in this case as to the legitimacy of charging the 
coal burned in the freight locomotive to freight traffic in the last 
analysis. Then, too, may be noted the fact that we often charge 
in cost accounting processes the costs of materials to particular 
operations or results which obviously do not enter into such opera- 
tions or results in their entirety. For example, a carpenter in 
making use of a sixteen-foot board in a construction operation may 
have to saw off a foot, but the accountant, without any qualms, in- 
cludes the entire cost in the result. 

In any event, may it not be urged that more attention should 
be given to the development of methods by which costs which do 
not have relations to specific sales which the eye or the stop-watch 
may follow, may be assigned to sales of particular periods? The 
emphasis in the large business to-day upon the month as the sig- 
nificant accounting period would seem to make such attention 
necessary if the monthly statements are to be made of the utmost 
value for comparative purposes. The conventional idea of account- 
ants that in no case can certain classes of charges which enter into 
business operation unmistakably but in ways unobservable by 
physical methods be set up as deferred items is subject to re- 
vision. Let it be said again that there is no intention to suggest 
extreme and impractical lines of analysis, but the thesis that all 
costs are on a parity as far as recovery through revenue is con- 
cerned and that, therefore, any legitimate cost may be deferred 
and included in cost inventories provided a reasonable method of 
working this out may be developed seems to be thoroughly valid. 


METHODS OF CONTROLLING DISTRIBUTION COSTS 
By J. R. Hiveert, University of Illinois 


It is said that many improvements in production have been 
brought about through a study of cost figures. With equal certain- 
ty it might also be said that some companies at least have within 
the last few years cut selling cost materially because of better ac- 
counting control particularly of the field organization. An ever 
increasing interest is shown by sales executives in sales-cost ac. 
counting, as the writer has had many inquiries from leading sales 
executives since his treatise, “Cost Accounting for Sales,” was pub- 
lished. In view of that fact the writer will attempt to show in a 
brief way how sales-cost accounting can be made to aid sales execu- 
tives. The discussion centers around defining and grouping, 
budgeting, and apportioning selling overhead costs. 

Proper methods of fixing distribution costs presuppose a knowl- 
edge of the scope and content of selling expenses. This is essential, 
as there is no uniformity of opinion’as to what items are to be 
included in this expense category even among concerns in the 
same industry. Various items which are charged to selling ex- 
pense by some concerns are not so included by others. The wide 
variation in selling expense items no doubt to a large extent is 
due to the difference in the sales policies of organizations as well 
as a lack of a common conception of the functions of the sales 
department. The scope of the activities of the sales department 
among enterprises varies. For example, in some concerns the sales 
department is given control of advertising; in others it is not. In 
some companies the sales manager has control of credits and col- 
lections; in other organizations he has only advisory control, and 
there are certain enterprises in which the sales executive has no 
control over these activities whatsoever. The type of organization 
and the scope of its functions are factors. For example, some 
branches carry stock in addition to selling and perform the func- 
tion of billing and collecting accounts. Some concerns ship direct 
from warehouses located in various parts of the country and take 
care of the billing and collection from the home office. The varia- 
tion in the scope of functions performed by the field organization 
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of the sales department in one company as compared with another 
gives rise to a difference in opinion as to what is or should be in- 
cluded in selling expense. 

The generally accepted accounting rule is to charge production 
with every expense incurred in the producing of the products until 
they reach the shipping platform in the finished state, and, con- 
versely, to charge to sales expense all costs incurred thereafter, i. 
e., until the product reaches the jobber, retailer, or consumer. This 
is a simple formula in theory but in practice it does not always 
work out well. In many concerns there is a constant struggle over 
certain items because sales executives are paid or at least adjudged 
by their ability to keep the percentage of selling expense down to a 
certain figure. Such controversies should not occur as the account- 
ing rule is logical and easily interpreted. It distinctly defines 
the job of the manufacturing department to be that of turning out 
the product in salable form. This department should therefore 
stand all the expenditures necessary to accomplish the job—includ- 
ing such items as raw materials, labor, factory overhead, light, heat, 
power, equipment, containers and the expense of packaging, admin- 
istrative expense, and cost of financing production. 

To the sales department falls the job of marketing or selling the 
product, and it ought to assume all the expenses that are incurred 
in doing this. Among the items included would be the salaries of 
the employes of the sales department, traveling expense, office over- 
head of central office, branch office overhead (if branch offices are 
operated), sales promotion, and the cost incurred in collecting 
accounts. 

A brief analysis of distribution costs will show that from the 
viewpoint of the sales functions performed, such as selling, phys- 
ical distribution of goods, and the cost of getting the money for 
them, selling expense may be considered under two large groups, 
namely : 

1. Cost of selling. 
2. Cost of handling. 


This division is logical as well as practical. Cost of selling, 
broadly speaking, embraces all those expenditures incurred in cre- 
ating demand and securing the orders for goods. It includes ex- 
penses incurred for personal salesmanship and also advertising of 
all types. However, advertising in many concerns is charged to a 
separate unit—in some cases to the profit and loss account. Never- 
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theless, it is a distinct selling cost and should be under the super- 
vision of the sales department. 

“Cost of handling” is a type of selling overhead incurred in fill- 
ing orders, including credits and collections, as a sale is not com- 
plete until the goods are delivered and the money is in the bank. 
This group of distribution costs includes such items as: 

Packing and shipping 
Billing 

Warehouse expense 
Collection expense 
Bad debts 

Freight 

The cost of filling orders is a distribution cost regardless as to 
whether it is performed by the sales department or some other 
division of the business. In order to control sales costs most ef- 
fectively all marketing costs should be segregated so that the cost 
of selling by territories can be readily determined. This will also 
make selling costs among different concerns comparable. 

Having briefly outlined the scope and classification of sales ex- 
penses, let us pass over to the problem of expense budgeting. Ef- 
fective budgeting of expenses presupposes proper charting of the 
functions of an organization so that the responsibility of perform- 
ing each function can be definitely fixed. The organization chart 
should form the basis for grouping or classification of expenses. 
Expressed otherwise, the classification of accounts should cor- 
respond to the responsibility assigned and for each responsibility 
an expense budget should be set up based on the sales budget. 

The purpose of these budgets or “set ups’* is to determine for 
each department a reasonable expectancy which should and can 
be made to exist. When fixing the “set ups” there should be no al- 
lowance for waste. The purpose of setting standards is to deter- 
mine not merely the lack of efficiency or inefficiency but also the 
degree. These “set ups” should show the amount of fixed expense 
expressed in dollars and the per cent variable.j Each department 


*“Set ups” here means predetermined expense standards or budgets. 

+Fixed expense as used here means that part of the cost which exists in 
each department or selling unit regardless of the volume of business 
done, while variable expense includes those expense items which vary 
in proportion to th volume of business done. It should be obvious that 
the division of expenses into fixed and variable is not so much a distinc- 
tion between such items as rent, taxes, insurance, etc., representing a 
fixed expense, and salesmen’s commissions, traveling expenses, freight, 
ete., which are typical of the variable expense items, as it is a division 
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will have a certain amount of fixed expense which must be met. 
irrespective of the volume of business done. Among the fixed items 
in the sales department are, for example, rent, sales manager’s 
salary, salaries of branch mangers (if branches are operated), in- 
surance, light, heat, etc. The amount of fixed expense and the per 
cent variable can be determined on the basis of job analysis and 
time studies.* 

This type of “set ups” will serve two purposes. First, it will 
provide a measuring stick for sales performance under changing 
conditions of industry. For example, if the sales of a concern in 
any particular month are not as good as anticipated, the fixed 
expense and the per cent variable should remain unchanged but 
the amount of the variable sales expense should be proportionately 
less. This is much more effective from the point of view of expense 
control than an average expense figure which is often used in mak- 
ing expense budgets. A concrete example will illustrate this im- 
portant principle. Suppose the office expense budget, including 
stenographic and clerical hire, in the sales branch of a company 
is $1,100 per month, this being the average monthly expense as 
shown over a period of several years. And suppose that the actual 
expenditures during one month were $800 and during another 
month were $1,100. Even though it is known that business was 
quiet in the one month and very good in the other, the amount 
spent utterly fails to show anything about the efficiency of the 
management during either period. On the other hand, instead of 
making a “set up” based on an average expectancy suppose we 
determine the amount of fixed expense and the per cent variable 
based on the anticipated sales quota of the branch. Suppose it has 
been determined that its fixed expense for clerical hire, accounting 
salaries, etc., is $600, and the variable expense is one per cent of 
the volume of sales. Then if during the month when the expense 
was $800 the volume of sales was $20,000, the expense should have 
been as follows: 


Variable cost, 1% Of $20,000 200 


of the various items. For example, a certain amount of office expense 
is fixed whereas a part is variable and should vary with the volume of 
business done. 
*For exact method of determining the fixed and variable expenses of a selling 
unit or department see “Cost Accounting for Sales,” p. 243. 
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The expense in this case was justified in view of the volume of 
business done according to the predetermined “set ups.” On the 
other hand, suppose that the actual expense during a certain month 
was $1,100 and the sales were $38,000, and the fixed and variable 
expense were the same as given in the foregoing illustration, namely 
$600 and one per cent of the sales. Then the amount of: actual 
expense should have been as follows: 


Total expense 


Assuming that the fixed and variable expense as determined above 
is correct, the conclusion would be that in the month when business 
was brisk, the manager very likely put on more help than was 
necessary and consequently lost money to the company. 

In the second place, as will be shown in the conclusion of this 
discussion, when the amount of fixed expense and the per cent 
variable is known, the “profit point” of each selling unit* can be 
easily determined. Suppose, for example, that the branch monthly 
sales quota has been set at $22,000, the fixed expense of the branch 
is $5,000 per month and its variable expense is ten per cent, the 
branch’s share of the home office overhead is five per cent, and the 
total cost of merchandise to the branch is sixty-five per cent of 
list price. In this case the total variable cost is eighty per cent of 
list sales, which leaves twenty per cent as the contribution the branch 
can make against its fixed expense of $5,000. Dividing this fixed 
expense by .20 gives $25,000 as the volume of sales necessary before 
the branch can pay all its expenses and begin to make a profit. It 
is obvious from this hypothetical example that the branch must 
either increase its sales quota from $22,000 to $25,000 or reduce 
its cost of operation; for otherwise its activities will be conducted 
at a loss. 

According to the budgetary procedure outlined above, all ex- 
penses should be charged to the department which is responsible 
for their incurrence. No part of any expenditure for rent, insur- 
ance, interest, etc., or any other item which the head of the de- 
partment does not arrange for and in effect pass the bill, should 


*Selling unit means a branch sales office or a division of the sales or- 
ganization. 


s 
Variable expense, 1% of $88,000 B80 
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be prorated to him. Conversely, no part of any expenditure for 
which he is responsible should be prorated to the department of 
some one else. The operating report should show definitely how 
each department head has met his responsibility, i. e., how his per- 
formance compares with the standard “set up.” 

This brings us to the third main division of this discussion, name- 
ly, the problem of apportioning overhead for the purpose of cle- 
termining territorial profit and loss. The importance of properly 
distributing selling overhead to sales territories, although very 
little followed in actual practice, cannot be overestimated. In order 
to determine the true earnings of sales branches or territories the 
selling overhead must be properly distributed. The progressive 
and wide-awake sales manager wants reports which show the costs 
of territorial coverage and the earnings of each territory. A nation- 
al coverage of the important items when applied against territorial 
sales is not adequate for establishing the most effective sales pol- 
icies. To determine territorial profit and loss all direct expenses 
incurred in the territory should be charged direct to the territory. 
The other so-called indirect expense items should be allocated to 
each territory on the basis of the predetermined sales quota. Take, 
for example, a company selling through its sales branches. In 
addition to the cost of operating each branch there is the overhead 
of the head office. In this is included such items as salary of 
the general sales manger, salaries of clerks, salaries of sales super- 
visors, and expense of advertising in national media. 

The usual method of apportioning overhead is on the basis of 
sales. Under this procedure total sales of all the branches are 
taken as the basis and the percentage of overhead assigned to each 
branch is the percentage of its sales to total sales, irrespective of 
the branch sales quota. For example, if a company operates ten 
branches and its sales amount to $10,000,000 for a given period, 
a branch having a sales volume of $2,000,000 would be charged 
with twenty per cent of the general office overhead. Obviously the 
more a branch office sells the more overhead it will have to bear. 
This procedure penalizes the active, aggressive branch manager. 
The distribution of overhead should not be made on the basis of 
sales produced, for this leads to an incorrect conclusion as to the 
extent to which each branch is profitable or otherwise. To illustrate 
this, let us say that in two branches covering territories approxim- 
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ately equal in value, one is selling twice as much as the other. If 
the first is charged with twice as much of the general overhead 
our conclusions will be incorrect. To make the point emphatic, if 
one of these units sold nothing at all during a certain period it 
would be charged with no general overhead whatever, thus con- 
cealing the actual loss; conversely, the other branch would be 
penalized by having to absorb an excessive amount of overhead, 
thus reducing its showing as to its actual profit earned. A better 
method is to apportion overhead in the raio that the particular 
quota bears to the total sales budget of the company. The ter- 
ritorial profit and loss of a branch can then be determined by 
crediting it with the gross profit it produces on merchandise sold, 
and deducting from this figure its operating expense and its pro- 
portionate part of the general office overhead based on the estimated 
sales branch quota. 

The same procedure may be followed to determine the profit and 
loss of salesmen’s territories in each branch. As the distribution 
of the general office overhead to the branches on the basis of a pre- 
determined sales quota gives the true status of a branch, so the 
apportioning of the branch overhead to each of the salesmen’s ter- 
ritories will give the extent of the profitableness of these territories. 
This procedure will show exactly where the losses are incurred. 

The cost of operating in each territory and the profit and loss 
of each give the sales manager a basis for reorganizing his sales 
districts so as to make the efforts of the sales people most efective. 
This information is very important in making the “set ups” for the 
ensuing year as new conditions arise and possibly new boundaries 
of the sales districts have to be established. Branch and district 
offices which do not show a profit may with proper sales effort be 
made to emerge from the “red” column and produce a profit. 

A concrete illustration will serve to show how the “profit point” 
of a district office can be determined by first predetermining its 
fixed and variable expense and adding to this its share of the fixed 
and variable expense of the central office. Let us suppose that the 
district sales quota of the ABC Company is $950,000, and its fixed 
and per cent of variable expense is $60,000 per year or $5,000 per 
month, and ten per cent, respectively. Let us further assume that 
the prorata central office overhead variable expense is seven per 
cent and its fixed expense is $38,000. Combining the district and 
central office overhead expense we have the following analysis: 
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Branch sales quota—list price 


Branch variable expense, 10% of list 
Branch fixed expense 


Total branch expense 


Central office overhead : 


Prorata central office variable expense, 7% 
Prorata central office fixed expense 


Total fixed expense 


Summary of fixed expense: 
Branch fixed expense 
Prorata central office 


Total fixed expense 


Summary of variable expense—Per cent of list price: Pet. 


Branch variable expense 
Central office expense 


Total variable expense 
Cost of goods including manufacturing 
and administration 


Total variable cost of manufacturing and selling 75 
Contribution to fixed cost or profit 


$98,000 divided by .25 gives $392,000, the “profit point.” 
1/12 of $392,000, or $36,666.67, amount necessary to “break even” 
each month. 


From such an analysis the sales manager is able to know in ad- 
vance how much each branch must sell before it can yield a profit 
for the company, and if the salesmen travel out of the home office 
the same principle can be applied equally well. Take, for example, 
a company whose basic variable cost for producing its products for 
all the departments, including production and administration, is 
fifty-eight per cent of each dollar of sales at list and whose total 
variable selling cost is seventeen per cent or seventeen cents per 
dollar. If the total fixed cost of operating one of its branches is 
$98,000 per year, or $8,166.67 per month, the branch will have to 
sell $392,000 of goods before it will contribute any profit to the 
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firm. The method of determining this result is as follows. The 
total per cent of variable cost is fifty-eight per cent plus seventeen 
per cent, a total of seventy-five per cent. So the profit on each 
dollar of sales is twenty-five cents( i. e., the difference between 
100 per cent and seventy-five per cent, or $1.00 and seventy-five 
cents). By dividing the fixed cost of the branch, $98,000, by .25 
we obtain $392,000. In other words, the branch sales must be 
$392,000 for the year, or $36,666.67 per month, before the “profit 
point” is reached. Every dollar’s worth of sales beyond that figure 
will yield twenty-five per cent profit to the concern. 
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SOME CORPORATE PROBLEMS CREATED BY 
INCOME TAX LAWS* 


By Davip HiMMELBLAU, Northwestern University 


The subject “Corporate Problems Created by Income Tax Laws” 
covers such a broad field that this paper must necessarily be limited 
in scope to a few aspects of the subject. I have selected the fol- 
lowing five topics for discussion : 


1. Undistributed surplus not required in business penalized 
under Section 220 of the Revenue Act of 1926. 
Reorganizations as affected by Federal income tax statutes. 
Basis for property acquired for stock. 

Liquidations in’ kind. 

No par value stock and relative surplus. 
UNDISTRIBUTED SurPLUS NoT REQUIRED IN BUSINESS, 
PENALIZED Section 220 oF THE 
REVENUE Act or 1926 


Section 220 of the Revenue Act of 1926 is practically the same as 
a similar provision in the Revenue Act of 1924. It provides that 


(a) If any corporation, however created or organized, is formed or 

availed of for the purpose of preventing the imposition of the surtax 
upon its shareholders through the medium of permitting its gains and 
profits to accumulate instead of being divided or distributed, there 
shall be levied, collected and paid for each taxable year upon the 
net income of such corporation a tax equal to 50 per centum of the 
amount thereof, which shall be in addition to the tax imposed by 
section 230 of this title * * *. 
The fact that any corporation is a mere holding or investment com- 
pany, or that the gains or profits are permitted to accumulate beyond 
the reasonable needs of the business, shall be prima facie evidence of 
a purpose to escape the surtax. 


Reams of paper and millions of words have been used to explain 
this provision of the statute, yet to-day most taxpayers will admit 
that they do not understand it. This uncertainty is due, in a large 
measure, to the fact that the true character of a surplus account 


*Adapted from an address delivered before the State Bar Association of 
Wisconsin. 
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and its relationship to the assets of a corporation are not clearly 
understood. But when we stop to consider that the word “surplus” 
has many connotations and is used to express so many different 
ideas, is it at all surprising that the taxpayer fails to understand 
one of its most important connotations, viz, what is the free sur- 
plus available for cash dividends? 

Rarely does a corporation balance sheet disclose the amount of 
surplus available for cash dividends. To ascertain it, the surplus 
shown on the balance sheet must be analyzed to segregate: 


Surplus paid in by the stockholders, if any. 

Surplus arising from appreciation of properties, if any. 

Surplus appropriated for sinking fund reserve. 

Surplus representing earnings reinvested in plant or permanent in- 
vestments. 

Surplus representing earnings tied up in working capital essential to 
the corporate business. 


The remainder is the surplus available for cash dividends. Fre 
quently, this remainder is nil. 

This point may be illustrated by a simple comparative balance 
sheet, appearing as Case 1 on the data,sheet. (Number 1, see below.) 


An analysis of the figures in Case’1 shows that the cash balance 
has declined to such an extent that sufficient funds are available 
only for current operations, and although the company has in- 
creased its surplus from profits by $130,000 it probably cannot pay 
a dividend except by borrowing the cash from the bank. This is 


Data Sheet No. 1 
CASE 1: Comparative balance sheet of ABC Corporation: 


Increase+ 

Assets January 1 December 31 Decrease— 

$ 56,000 —$ 94,000 

Receivables 109,000 — 31,000 
Inventories 110,000 — 50,000 
Plant 220,000 + 70,000 


$495,000 —$105,000 
Liabilities 
Bank Loans $ — —$190,000 
Accounts Payable 105,000 — 45,000 
Capital Stock 150,000 — 
Surplus 240,000 + 130,000 


$495,000 —$105,000 


( 
2. | 
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CASE 2: Comparative balance sheet of X Y Z Corporation: 


Increase+ 
Assets January 1 December 31 Decrease— 


$128,000 +$ 26,000 
Receivables. 107,000 — 33,000 
Inventcries 110,000 — 48,000 
150,000 150,000 


Total $495,000 —$ 55,000 
Liabilities 
Bank Loans —$150,000 
Accounts Payable — 35,000 
Capital Stock 
+ 130,000 


Total $495,000 —$ 55,000 


due to the fact that $70,000 of the profits have been reinvested in 
additional plant facilities and the remaining $60,000, together with 
the funds derived from the liquidation of receivables and inven- 
tories, have been utilized to reduce outstanding liabilities. It is 
evident, therefore, that the company is not subject to the additional 
fifty per cent tax provided for in Section 220 of the Revenue Act of 
1926 even though no dividends whatever, either in cash or stock, 
have been declared out of the profits of $130,000. In this case it 
cannot be said that there has been an accumulation of earnings 
beyond the reasonable requirements of the business. 

The contrary situation may likewise be illustrated by the use 
of a simple comparative balance sheet. In Case 2 the same factors 
are used as in the preceding example, viz. : 


1. Profits for the year of $130,000. 
2. Reduction in receivable and inventories of $81,000. 
3. Reduction in liabilities to $105,000. 


However, instead of $56,000 in cash, the company has $128,000. 
Unless it can be shown that the cash funds are reasonably required 
for business purposes, that is, to carry normal stocks, expansion in 
receivables, or necessary plant extension the Commissioner of In- 
ternal Revenue may assess the penalty provided in the Revenue Act 
of 1926. 

There are no definite and well defined rules for determining the 
liability of a taxpayer under Section 220 as in each case the “reason- 
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able needs of the business” must be established. The following 
points may assist in handling problems of this character: 


1. The penalty clause was inserted in the Revenue Act of 1926 to prevent 
the avoidance of surtax by individual stockholders through permitting 
an unreasonable accumulation of earnings in a corporation either 
formed for that purpose or availed of for such purpose. The penalty 
is a tax of fifty per cent of the entire corporate net income and is as- 
sessed in addition to the regular tax of thirteen and one-half per cent. 
Barnings accumulated prior to January 1, 1925, are subject only to the 
restrictive provisions of the preceding revenue acts and not to the fifty 
per cent penalty provided for in the present statute. 

Whether there is an intent on the part of the stockholders to avoid 

surtax depends upon 

(a) Character of the corporate activity—A holding or investment com- 
pany is considered prima facie evidence of a purpose to escape 
surtax. A radical change in the character of the business when 
a large surplus has been accumulated may also indicate a purpose 
to escape surtax. 
Relation of accumulated earnings retained in the business to the 


reasonable requirements of the business taking into consideration 
such factors as 


i. Volume of business. ; 

ii. Reasonable financial requirements for plant additions, inven- 
tories, other working capital, or dividends in years of de- 
pression. 

The capitalization of accumulated earnings through the medium of stock 
dividends has no direct bearing on the problem except in so far as it 
indicates the desire of the management to permanently increase the 
capital investment. The Secretary of the Treasury, commenting on the 
large number of stock dividends in 1922, stated that such dividends did 
not relieve corporations from Section 220, and on the other hand did 
not indicate that a corporation had accumulated gains or profits beyond 
the reasonable needs of the business. 
The penalty may be asserted only under the following conditions— 
(a) An accumulation of earnings in a corporation in excess of the 
reasonable requirements of the business. 
(b) Such an unreasonable accumulation retained for the purpose of 
enabling the stockholders to escape surtaxes. 


REORGANIZATIONS AS AFFECTED BY F'eppRAL INCOME 
Tax STaTuTes 


Where Section 220 might apply the taxpayer often seeks a solu- 
tion of the problem through a reorganization. While the tendency 
in Federal income tax legislation has been toward postponing the 
taxation of gains until they are realized in cash or salable prop- 


i > 
4. 
5. 


erty, a reorganization will not necessarily postpone payment. 
Whenever reorganization is seriously considered, a tentative or 
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bogey plan should be first prepared and then tested to ascertain 
whether the taxpayer’s requirements have been fully met. 


The usual tests applied are: 


Will the stockholders incur a Federal income tax liability? 

Will any of the corporations involved incur a Federal income tax 
liability ? 

Will either the stockholders or corporations become subject to a state 
income tax, if any exists? 

Will the proposed change in corporate entities increase the inheritance 
tax liability of the stockholders? 

Will the proposed change in corporate entities increase franchise or 
other business taxes? 


A better understanding of the points to be considered may be 
obtained by reviewing a reorganization of the type frequently em- 
ployed. In a case recently called to my attention the proposed 
steps were: 


2. 


3. 


6. 


A Wisconsin corporation revalued its properties and credited the excess 
of the appraisal value over the ledger figures to surplus. 

The entire surplus arising from earnings as well as from the appraisal 
was distributed through the medium of a stock dividend. 

A Delaware corporation was organized. 

A plan of reorganization was prepared. 

The stockholders of the Wisconsin corporation exchanged their shares 
for stock in the Delaware corporation. 
The assets of the Wisconsin company were transferred to the Delaware 
company in exchange for stock thus effecting a merger of the two com- 
panies. 

The Wisconsin corporation was dissolved. 


It is probably unnecessary to add that the minutes, exchanges, 
jeeds, etc., should be tied up with the plan of reorganization so that 
‘he intent of the parties will be clearly evident. 

Applying the foregoing tests we find that the effect of this re- 
ganization is: 


2. 


A stock dividend and a change in domicile. 

The individual stockholders of Wisconsin corporation, having received 
Delaware stock in exchange for Wisconsin stock in connection with a 
reorganization, have realized neither gain nor loss. Hence there is nv 
Federal liability. Had the stockholders received cash or other property 
in addition to the new shares the situation would be more complicated. 
The Wisconsin corporation realizes neither gain nor loss by distributing 


3. 

4. 

5. 

5. 
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its assets to Delaware corporation in liquidation, hence there is no 

Federal tax liability. 

The Delaware corporation, upon receipt of the net assets of the Wis- 

consin corporation through a liquidating dividend, realizes neither gain 

nor loss because the value of the assets received does not exceed the 

cost of the stock surrendered, the latter being identical with the par 

value of its own stock which was issued to acquire the Wisconsin stock. 

Even though there were a profit there would be no Federal tax li- 

ability. 

Wisconsin state income taxes will be levied on— 

(a) The stock dividends received by Wisconsin residents except to 
the extent the corporation paid income tax thereon. 

(b) Profits of the Delaware corporation earned in Wisconsin. 

(c) Dividends received by Wisconsin residents from the Delaware 
corporation to the extent no Wisconsin income tax was paid 
thereon. 


The factors affecting inheritance tax, franchise tax, and other bus- 
iness taxes that must be considered in reviewing a proposed re- 
organization will not be taken up in this paper. 

Data Sheet No. 2 

CASE 3: Reorganization—Simple Type. . 

WISCONSIN 


$100,000 Liabilities 
Capital Stock 


Liabilities 
Capital Stock 


CASE 4: Reorganization—Series Type. 


ILLINOIS CORPORATION NO. 1 
Capital Stock 


ILLINOIS CORPORATION NO. 2 
$ 75,000 Capital Stock 
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DELAWARE CORPORATION 


Capital Stock of Illinois Capital Stock 
Corporation No. 1 

Capital Stock of Illinois 
Corporation No. 2 


DELAWARE CORPORATION (MERGED) 


Bonds of Illinois 
Corporation No. 1 
Capital Stock 


$225,000 


The reorganization plan outlined above illustrates a very simple 
type. Sometimes a series of reorganizations are needed to accom- 
plish the purpose desired. It should be borne in mind that indi- 
viduals, partnerships, estates and trusts are not included under 
the reorganization clause. Therefore, they must be incorporated 
first, and the corporations brought into the reorganization. An 
illustration of this type is given below. 


First Step 

1. A transfers assets to Illinois corporation No. 1 and receives all of its 
capital stock plus bonds. 

2. B transfers assets to illinois corporation No. 2 and also receives all of 
its capital stock. 

3. The valuation placed on the capital stock of each corporation is ident- 
ical, the difference in actual values being adjusted through the bonds 
issued to A. 


There is no Federal income tax to either A or B, as the statute 
provides that no gain or loss shall be recognized if property is trans- 
ferred to a corporation by one or more persons solely in exchange 
for stock or securities in such corporation if immediately after the 
exchange said person or persons are in control of the corporation. 


Second Step 
1. The stockholders of the two Illinois corporations exchange their hold- 
ings on a share for share basis for stock in a Delaware corporation. 
2. The Delaware corporation then merges with the two Illinois companies. 


If time permitted it would be interesting to consider the other 
varieties of reorganization. This term has been defined by section 
203 (h) of the Revenue Act of 1926 to mean: 
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A merger or consolidation. 

A transfer by a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor or its stock- 
holders or both are in control of the corporation to which assets are 
transferred. 

Recapitalization. 

A mere change in identity, form, or place of organization, however 
effected. 


Articles 1574-1575 of Regulations 69 give a good explanation of the 
taxable status of exchanges in connection with corporate reor- 
ganizations. 


Basis ror Property ACQUIRED FOR STock 


Section 204 (a) (8) of the Revenue Act of 1926* deserves a few 
moments’ attention. Its effect will be more clearly understood by 
applying it to the following assumed facts: 


1. A owned land costing him $10,000 in 1914 and fairly worth $100,000 
in 1926. 

2. A organizes the Land Corporation of Delaware with a capital stock 
of $100,000, transfers the land to it and receives all of its capital stock. This 
transaction results in no taxable gain to A umder the 1926 law. 

3. A turns over this stock to X Co., investment bankers, for sale to the 
public and receives $85,000 in cash. Subtracting his cost of $10,000 leaves 
$75,000 profit on which he pays the twelve and one-half per cent capital gain 
tax of $9,375. 

4. Land Corporation of Delaware subdivides the land at a cost of $40,000 
and then sells the tract for $140,000. 


What is the profit to the corporation? The first impression is 
that there is no profit as the selling price of $140,000 equals the 
cost of $140,000. But this is incorrect. The tax return will show 
a taxable gain of $90,000 to the corporation, although the books 
show no profit or loss. 

Section 204 (a) (8) provides that the basis to the corporation 


*“Tf the property (other than stock or securities in a corporation a party 
to a reorganization) was acquired after December 31, 1920, by a cor- 
poration by the issuance of its stock or securities in connection with a 
transaction described in paragraph (4) of subdivision (b) of section 
203 (including, also, cases where part of the consideration for the tran:- 
fer of such property to the corporation was property or money in a‘- 
dition to such stock or securities), then the basis shall be the same as it 
would be in the hands of the transferor, increased in the amount of gain 
or decreased in the amount of loss recognized to the transferor upon 
such transfer under the law applicable to the year in which the transfer 
was made. 
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shall be the same as in the hands of the transferor, viz., the $10,000 
paid by A. Adding the corporation’s additional costs of $40,000 
gives a total cost of $50,000 to be subtracted from the selling price 
of $140,000, leaving a taxable gain of $90,000. At 1314 per cent the 
corporation’s tax is $12,150 in addition to the $9,375 paid by A 
individually. 

The constitutionality of this section is doubtful. Congress can 
exempt all or part of income from taxation, but can it create tax- 
able income where there is none in fact? 


LIQUIDATION IN KIND 


“No gain or loss is realized by a corporation from the mere dis- 
tribution of its assets in kind upon dissolution, however they may 
have appreciated or depreciated in value since their acquisition.’* 

However, the stockholders would receive a taxable gain if the 
fair market value of such assets exceeded their cost or their March 
1, 1913, value.j 


No Par Stock 


Present day reorganizations frequently provide for the issuance 
of no par value stock. It was first authorized by New York in 1912 
and most states have followed suit. Unfortunately the statutes 
providing for this kind of stock have not clearly defined: 


1. Capital. 
2. Surplus available for dividends. 


Lack of precedents has created uncertainty as to the exact nature 
of no par value stock and as to what happens to the surplus ac- 
count when no par stock is issued in lieu of par value stock in 
a reorganization. Two propositions have been advanced: 


1. That upon the issuance of ao par value stock for par value stock the 

surplus existing at the date of issue merges into the capital of the cor- 
poration which is then represented by the number of no par shares 
outstanding. 
That when no par value shares are substituted for par value shares 
there is no increase in capital unless, (a) the directors authorize a dis- 
tribution of surplus, i. e., a stock dividend; or (b) the statute of the 
state of incorporation specifically provides that the act of issuing no 
par shares has the effect of a stock dividend. 


*Art. 58, Reg. 69. 
TArt. 1545, Reg. 69. 
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In the Consolidated Gas of Maryland case* the court stated that 
under the Maryland law the first proposition “is not a tenable 
position ;” that “there was no need of negativing in express words 
that the amendment of the charter was to be made without capital- 
izing or impairing the existing surplus, as there is no suggestion on 
the record that the appellee entertained such a purpose, or took 
a single one of the indispensable, positive, statutory steps in that 
direction.” In other words the court held that no distribution of 
surplus occurs without an intent to effect such a distribution. 

In connection with these propositions it would seem worth while 
to review the essentials of both par value and no par value stock, 
particularly from the point of view of recording them in the books 
of account. Data for a number of cases are given below: 


Data Sheet No. 3 
Cases If Par Value Stock If No Par Value Stock 


. Initial sale for cash 
at face value. 


. Initial sale for cash 
at more than face Capital Stock .......$100 
value. Premium on 
Capital Stock 


. Initial sale for cash 
at less than face. 
value. 


. Initial sale of stock Organization Memorandum entry for 
as a bonus to pro- Expense (or one share. 
moters, if legal. Bonus Stock) $100 
Capital Stock 


Status of accounts after 5, 6, 7, and 8. 


Discount on Stock Capital Stock 


$10 $5 1 share 
1 share 
share 
Or average of share 
$73.75 each. 


*Whitman et al v. Consolidated Gas, Electric Light & Power Co. of Baltimore, 
Court of Appeals, April 9, 1925. 
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Cash ................$100 Cash 
Capital Stock ........$100 Capital Stock ........$100 

6 Cash _................$105 
7 Cash _................§ 90 
Capital Stock... 90 

Capital Stock ........$100 

$100 
105 
90 
4 $295 
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Organization Expense 


$100 $100 

105 

90 

Cash Capital Stock—Par Value $100 

$100 1 share $100 
105 1 share 100 
90 1 share 100 
1 share 100 
$295 
4 $400 


Cases 5, 6, 7, and 8 can be dealt with together. Use of a fixed 
par value of $100 per share makes it necessary to open: 


1. A “premium on stock” account when the property received is valued in 
excess of the par value of the capital stock issued. 

2. A “discount on stock” account when the property received is valued 
at less than the par value of the stock issued. If the state law forbids 
the issuance of capital stock for less than par, the property received 
is overvalued so as to show a record value equal to par. ; 

3. An “organization expense” account when capital stock is issued for 
promoters’ services. 


It is obvious that in Cases 5, 6, 7, and 8 the actual paid in capital 
of the corporation is $295, and this fact is best shown by the no 
par value stock account. The use of this device eliminates any 
necessity for showing a nominal $400 capital stock with offsetting 
discount and organization expense accounts. 

In Case 9 the question sometimes arises as to the status of each 
of the four shares which were paid in at various prices. It should 
be borne in mind that each share represents a twenty-five per cent 
interest in the corporate assets; that if a dissolution took place at 
this point each shareholder would receive $73.75 in cash. The 
stockholder who paid $100 loses $26.25 which would be deductible 
as a loss on his tax return. The stockholder who paid $105 loses 
$31.25, and the stockholder who paid $90 loses $15.25. The stock- 
holder who obtained his share for service receives $73.75, which con- 
stitutes a gain realized in cash and hence to be reported as income 
in his tax return if it was not reported when the share was first 
received. 

In Case 10 the stockholder turns in his par value certificate and 
receives in exchange a no par value certificate. The essence of the 
transaction is the issuance of a certificate showing the stockholder’s 
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interest to be one share out of four shares outstanding, whereas 
formerly he had $100 out of $400 outstanding. There has been no 
change in the corporate assets; no change in the stockholder’s 
rights in the assets or earnings. It would seem that the change is 
one of form and not of substance. It is evident that under such 
circumstances no profit or income can arise and hence there can be 
no Federal income tax.* 


Data Sheet No. 4 


Exchange of par value stock for no par value stock when no surplus 
exists. 

Capital Stock 

Discount on Stock 

Organization Expense 

Capital Stock (no par value) 
which results in same status as if no par value stock had been issued 
in first instance. 
Cash Dividends. Assume that at the end of the first year surplus earn- 
ings are $200 and the entire amount is to be paid out in cash dividends. 

(a) If there is par value stock, then a 50% cash dividend 

would be declared and recorded thus— 
Surplus (Dividends) R 


Dividend of 50% on capital stock outstanding. 
(b) If there is no par value stock, then a dividend of $50 
per share would be declared and recorded thus— 
Surplus (Dividends) 


Dividend of $50 per share on four shares outstanding. 
Stock Dividends. Assume that instead of a cash dividend the directors 
authorize a stock dividend. 
(a) If par value stock, a 50% stock dividend would be 
declared and recorded thus— 
Surplus (Dividends) 
Capital Stock 
$200 capital stock issued as stock dividend per action 
of directors, dated 
If no par value stock, a stock dividend of one-half 
share for each share outstanding would be declared 
and recorded thus— 
Surplus (Dividends) 
Capital Stock 
To record dividend of $200 payable on one-half share 
for each share outstanding. 


*Hxempt under 203 (b) (1). 
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11. 
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In Case 11 each stockholder receives a cash dividend of $50. 
Whether it comes as fifty per cent on the par value of his stock 
or $50 per share of no par value stock is merely a matter of form. 
The shareholder has received income, severed from his principal, 
and realized in cash. Hence, the monies received constitute tax- 
able income under the Federal law.* 

In Case 12 the dividend was paid in additional capital stock in- 
stead of cash. Is the dividend income? The U. 8S. Supreme Court 
held that under the Federal income tax law such a dividend was 
not income and hence not taxable. However, the Wisconsin Su- 
preme Court held that under the Wisconsin income tax law the 
same item was income and therefore taxable. 

The essential variation between the reasoning of the two courts 
ean be developed by an elementary illustration. Assume that in 
Case 12 a stockholder desires to convert his stock dividend into 
cash and therefore sells it for $50. The resultant situation is vital- 
ly different than if he had received a cash dividend of $50. Instead 
of owning one-fourth interest in the corporation, the selling stock- 
holder holds only a one-sixth interest. In other words, the con- 
version of his stock dividend into $50 cash had the effect of selling 
one-twelfth of his equity in the corporation. 

It would seem that a stockholder’s interest in the corporation 
after the stock dividend is identical with that exising prior to the 
stock dividend. The only way the stockholder’s interest can be 
altered is by selling part of such interest. If this is done, then 
the income received is measured by the excess of the selling price 
over the cost. Such income is not a “dividend.” If this is true 
it would follow that the position of the U. S. Supreme Court is 
sounder than that of the Wisconsin Supreme Court.+ 

In Case 13, true no par value stock is issued. The assets receiv- 
able, which are appraised at $2,500, constitute the capital of the 
corporation and hence that value is assigned to the 100 shares is- 
sued in payment therefor. 

Case 14 presents a series of important questions because the 
articles of incorporation provide for a declared value of $5 per 
share. On the data sheet the excess of the appraised value of the 
assets acquired over the declared value or stated value of the no 
par value stock issued therefor has been credited to a paid in sur- 
plus account. 


*Exempt under Wisconsin law to extent corporation paid Wisconsin income 
tax thereon. 
tVan Dyke case, 159 Wis. 460. 
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The first question to be considered is whether said paid in sur- 
plus is available for dividends. Here again we encounter a conflict 
of opinion. It would seem that the sounder view is that the prop- 
erties acquired by a corporation for its capital stock constitute a 
trust fund for its creditors and no part of said values should be 
returned to the stockholders except through a liquidating dividend. 
In Illinois, for instance, the directors are personally liable for the 
corporate debts outstanding when a dividend is paid out of the cash 
received for stock.* The other viewpoint is that the trust fund is 
limited to the declared or stated value of $5,000. On this basis, 
the paid in surplus of $2,000 may be returned to the stockholders 
as a dividend. 

Approaching the subject from the standpoint of Federal income 
tax law we find that the statute requires the distribution of earn- 
ings first, and if there be no earnings then a distribution of paid 
in surplus may be made. Such distribution is considered to be a 
return of the stockholder’s investment and no gain to the recipient 
arises unless the distribution received exceeds the cost of the invest- 
ment to the recipient. 

To sum up the points arising under no par value stock: 

Data Sheet No. 5 
13. True no par stock. If there was no declared or stated value, and prop- 
erty value at $2,500 is paid in for 100 shares of no par value stock, then 
the transaction would be recorded thus— 
14. Declared or stated value. Assume there is a declared value of $5 per 
share, then the property appraised at $2,500 paid in for 100 shares would 
be recorded thus— 


Capital Stock (100 shares, declared value $5) ................ $ 500 
“Tnitial,” “Paid In,” or “Capital” Surplus .................... 2,000 
15. Exchange of par value stock for no par value stock when a surplus 
exists. 
(a) If a surplus distribution is intended: 
$0,000 
Capital Stock (mo par Value) $0,000 
(b) If no surplus distribution is intended: 
Capital Stock (mo Par VAIUE) $0,000 


*Corporation Act of 1919, Sec. 23, “For the purpose of this section the 
capital of the corporation shall be considered as the aggregate amount 
paid in on its shares of capital stock issued and outstanding.” 
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statute is silent the papers providing for the stock issue could affirm- 
atively declare whether a distribution of surplus was or was not in- 
tended and it would seem that such declaration would be controlling. 


I presume it is unnecessary to add that the limited space avail- 
able does not permit discussing thoroughly any of the topics I have 
touched upon. However, I have endeavored to outline some of the 
more important points involved under each. 


1. No par value stocks consist of: (a) true no par value shares; and 
(b) shares having a “declared” or “stated” value set by statute or by 
articles of incorporation. 


Where true no par shares are issued, the actual value of property re- 
ceived is credited to capital stock account, thus avoiding premium, dis- 
count, ete. The amount credited to capital stock divided by the number 
of shares issued gives the average value per share. 


38. The distribution of a stock dividend does not result in taxable income 
to the recipient under the Federal law; under the Wisconsin law there 
is income but it is exempt to the extent that the corporation paid a 
Wisconsin income tax thereon. 


4 The exchange of par value for no par value shares does not result in 
taxable income under the Federal law. It is also exempt under the 
Wisconsin law if no surplus distribution occurs. The earlier rulings 
of the Tax Commission held that such distribution occurred only when 
a formal transfer was made from surplus to capital stock account. 
However, a later ruling implies that a change to no par value shares 
automatically distributes the surplus existing at that date. There 

seems to be no statutory basis for this interpretation. If the Wisconsin 


THE PREPARATION OF STUDENTS FOR THE 
C. P. A. EXAMINATION 


By A. H. Rosenxamprr, New York University 


The elementary courses in accounting offered in most of our uni- 
versities cover approximately the same subject matter, and have the 
same aim—that of introducing the subject to the beginner. This 
aim is usually accomplished through the medium of a practice set. 
In the advanced courses in accounting knowledge of the technique 
of recording business transactions and familiarity with books of 
account are presupposed, and the accounting problem and the ac- 
counting case are used as teaching material. 

It might be well at this point to distinguish between the ac- 
counting case and the accounting problem. The accounting case is 
a statement of facts arranged in a logical and sequential order, 
taken from an actual case in business. An accounting problem, on 
the other hand, is usually a hypothetical statement of facts. 

The accounting problem lends itself admirably to the various 
methods of teaching, and from the very beginning has been used 
as teaching material. It is an excellent vehicle for testing the stu- 
dent’s knowledge of topics and subject matter previously covered 
in his course of study; it readily permits of contraction and ex- 
pansion by merely changing the requirements of the problem, thus 
affording drill in the subject under discussion if repetition is de- 
sirable; it permits of the application of the natural mode of learn- 
ing, which is to proceed from the known to the related unknown; it 
allows of the application of the question and answer or the topical 
method; it may be made the basis of a lecture or a laboratory 
course. Any one or all of these methods of teaching may be em- 
ployed in a single problem. 

The accounting problem may be used to serve any number of 
purposes. It may be designed to train the student in analyzing 
and interpreting facts, in drawing correct inferences therefrom, and 
in expressing the results through the medium of suitable state- 
ments. It may be designed also to train the student in applying 
accounting principles to some specialized business, such as a woolen 
mill, or to some particular phase of a specialized business, such as 
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a cost problem in connection with a woolen mill. An accounting 
problem may be made the basis of a purely academic function, 
namely, that of causing the student to reason in the abstract. It 
is as good a device for training in reasoning as a work in logic. 

The ideal accounting problem above all should be free from vague, 
obscure, and ambiguous statements; it should be free from mathe- 
matical errors; it should be so worded and prepared as to permit 
of only one possible solution ; it should not be too lengthy; it should 
permit of solution within the allotted time. 

Problems prepared by university instructors usually meet these 
requirements and are, therefore, excellent teaching material for the 
preparation of students for the accounting profession. But, be- 
cause of their very virtues such problems are often not suitable as 
preparatory material for the professional examinations; for, on 
such examinations, the candidate is usually confronted with prob- 
lems which contain vague and contradictory statements, or mathe- 
matical errors, or are so lengthy as to be impossible of solution 
within the specified time. 

The course in accounting problems, or in “theory and practice,” 
as it is commonly designated in the bulletins of universities where 
these subjects are combined in one course, is usually an advanced 
elective course. Such a course is elected by the student to meet 
his individual needs. Hence, the type and kinds of problems em- 
ployed in such a course should take into account the objective of 
the student. Some enter the field of private accounting; others 
plan to enter the field of public accounting. Usually, but not al- 
ways, students having the latter objective predominate and con- 
template taking the C. P. A. examinations ultimately. 

In a course in accounting problems planned to meet the needs 
of the latter class of students, equal emphasis should be placed 
upon the application of accounting principles as applied to various 
businesses and upon the art of solving problems. Thus the course 
can be made to have a twofold aim, namely, that of preparing the 
student for the accounting profession and at the same time famil- 
iarizing him with types of problems usually given on the C. P. A. 
examinations, and in the art of solving such problems. 

It is not the function of a university to prepare its students for 
examinations into such professions as law, accounting, or medicine. 
The aim of the collegiate school of business is usually to prepare its 
students for business or for some special field of business. How- 
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ever, the fact should not be ignored that most students who pre- 
pare for the accounting profession contemplate eventually taking 
the C. P. A. examination. Hence some institutions offer a special 
course in the nature of a review in preparation for the examination. 

A course in accounting problems designed to prepare students for 
the C. P. A. examinations usually consists of problems given in 
past examinations, the aim of the course being to train the student 
in the art of solving problems with a view to passing the profes- 
sional examination, rather than to familiarize him with principles 
of accounting as applied to various businesses, which is the other 
objective mentioned above. 

One of the chief aims of the instructor in accounting problems 
should be to instill confidence in the student in his ability to pass 
the C. P. A. examination. He can do this, however, only if he him- 
self believes that the previous training and experience of the stu- 
dent qualify him to sit for the examination. Therefore, the course 
in C. P. A. problems should be limited to those students who have 
had the necessary prerequisite courses. 

The subject of the C. P. A. examination in which accounting prob- 
lems are used is usually designated ‘on the examination paper as 
“accounting practice,” or “theory and practice” if these two are 
combined in one paper. However, judging from the failures in the 
examination in this subject, even of accountants who have had years 
of diversified practical experience before taking the examination, 
the term “practice” seems to be a misnomer. The examination is 
often more in the nature of an examination in accounting prob- 
lems—and a glance at some of the problems would seem to in- 
dicate that at least some have degenerated into examinations in 
accounting puzzles. It seems to be a truism that practical exper- 
ience is often a hindrance rather than an aid in passing the C. P. 
A. examination. 

The failure of so many practicing accountants in the professional 
examinations in this subject, despite considerable practical ex- 
perience, is in no small measure due to their lack of training in 
solving problems. Moreover, such candidates are usually more 
mature than the recent university graduate and have not had the 
advantages of recent classroom contact. There is also a tendency 
on the part of the practical accountant on examinations to draw 
on his practical experience and to make assumptions in the solving 
of problems. This perhaps is the greatest weakness of the practical 
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accountant and usually is disastrous on examinations. The solu- 
tion of an accounting problem, the facts of which are clearly stated, 
should contain no assumptions. The candidate should be guided 
solely by the facts stated in the problem. He is justified in making 
an assumption only if and when the problem contains contradictory 
statements, in which case he must accept one or the other as a fact 
for the purpose of solving the problem. In this case a footnote to 
his solution of the problem, justifying his treatment of the ques- 
tionable item, should be given. 

From experience over a period of years in preparing a large 
number of students for the C. P. A. examination in accounting 
problems, it has been learned that the chief causes of failure to 
pass the examination in this subject are of a peculiar nature. Con- 
crete suggestions as to how to eliminate some of these causes are 
presented herewith. 

The first suggestion is that the students be instructed to read 
every problem carefully. No doubt the students have heard this 
statement emphasized in the classroom in connection with other 
courses of study throughout their school careers, from the primary 
grades to the university. They are therefore, very likely to dis- 
miss it as being of no consequence. For that reason, every effort 
should be made to leave an indelible impression in the minds of 
the students working for the C. P. A. examination, since failure 
to read the problem carefully is unquestionably one of the most 
frequent causes of the candidate’s failure to pass the examination. 

The second suggestion is that the student be informed that there 
are no standard forms of statements of income and profit and loss 
and balance sheet, except those prescribed by the Interstate Com- 
merce Commission and public utility commissions of the various 
states for corporations under their jurisdiction. Hence, there is 
no authority for the classification of items in these statements. 
This point cannot be too strongly emphasized in the classroom, 
for there seems to be a tendency on the part of the candidate on 
the C. P. A. examination to meet the whims of the board of exam- 
iners in the classification of items, rather than to allow his best 
judgment to guide him in allocating items in these statements. In 
this connection the student should also be instructed to give a 
solution which he can justify, rather than a solution that he thinks 
the board wants. 

What does the board want? is a frequent question asked by the 
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student. If the instructor does not know, he should frankly so 
state rather than hazard a guess based upon past performances 
of the board. The personnel of the board may have changed in the 
meantime, or it may have changed its mind. 

The third suggestion is that the student be instructed to give 
attention to form and neatness in his solution of problems. The 
average candidate for the C. P. A. examinations seems to think 
that the correct mathematical result alone counts and pays little 
attention to form and neatness. Whether or not we believe the 
title of the examination to be a misnomer, it nevertheless is in- 
tended to be an examination in accounting practice and the stu- 
dent should be so informed. Accordingly, the statements and other 
data required by the problem should be in such technical form as 
the student would prepare for a client in practice. It should also 
be impressed upon the student that although the examiner does not 
know the candidate personally he nevertheless is in a position to 
judge the candidate’s ability and technique as an accountant by the 
neatness and general appearance of his paper as compared with 
the papers submitted by the other candidates. 

The fourth suggestion is that the students be advised that the 
candidate on the C. P. A. examination must meet the requirements 
of the problem, i. e., he must give what the problem calls for. If 
the problem calls for a statement of income and profit and loss and 
a balance sheet, these statements must be submitted in order to 
receive credit. It may be necessary, in order to meet these re- 
quirements of the problem, to do a great deal of preliminary work, 
such as the preparation of a working sheet, the setting up of ledger 
accounts, or the preparation of journal entries. In any event, the 
candidate must give precisely*what the problem calls for. 

One of the frequent criticisms of the professional examinations 
is that they are too lengthy. This is especially true, as a rule, 
of cost problems and those requiring the preparation of a state 
ment of income and profit and loss, and a balance sheet. Hence 
‘the student should be instructed to confine his preliminary work 
toa minimum. It may indeed be desirable, as a corrective measure, 
to require in the classroom the preparation of such statements 
without the use of a working sheet and limiting the number of 
ledger accounts that may be set up as part of the preliminary work. 

The fifth suggestion is that the candidate should make use of all 
information contained in the problem. If the information con- 
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tained in the problem enables the candidate to accrue items of 
expense and income and to provide for other adjustments, the 
candidate should make use of such information. To illustrate: if 
a problem requiring the preparation of a statement of income and 
profit and loss and balance sheet contains information regarding a 
bond issue, such as the date of issue, the amount outstanding, the 
premium or discount on bonds issued, interest rate and dates, and 
if the interest on bond expense account indicates that the interest 
for only the first half year has been paid, the candidate should 
assume that he should accrue the interest for the second half year. 
Moreover, he should adjust the premium or discount account. That 
is, this information being made available to the candidate, it is 
intended that he should make use of it. 

The sixth suggestion is that the students be informed that ap- 
parent errors and inconsistencies in a problem are not necessarily 
intended as so-called. “catches.” The candidate is often inclined 
to look upon every error and inconsistent statement in a problem 
as a catch. Whether or not such errors have crept into the prob- 
lem inadvertently or were made by design, only the examiner 
knows. Anyone who has had experience in the preparation of ac- 
counting problems will be inclined to believe that the former is 
more often the case. 

On a recent C. P. A. examination the inventory at the close of | 
the period stated in a certain problem was greater in amount than 
the sum of the inventory at the beginning and purchases and sales 
—thus presenting an impossible condition. Whether or not the 
inventory was so stated with the design to test the candidate’s 
judgment is known only to the examiner. The fact that the amount 
of the inventory as stated in the problem obviously represented 
an impossible condition would serve to indicate that the amount 
stated was a typographical error. In such a case the candidate 
is justified in shifting the decimal point, provided he explains his 
reason for so doing. 

A great many failures on the C. P. A. examinations in accounting 
problems may be attributed to just such inconsistencies as the one 
cited above. However, it is a condition which every candidate for 
the C. P. A. examination faces and if being forewarned is to be 
forearmed, then the candidate who is forewarned of these condi- 
tions should be forearmed with the attitude of “give me the facts 
and I will give you the solution.” 
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The seventh suggestion is that the students be advised not to do 
the unusual thing on the examination. There is a tendency on the 
part of some students to deviate from their readings and their 
classroom training in solving problems on the professional exam- 
inations. They seem to have a feeling that they must do something 
unusual (on the examination). Thus a candidate on a recent 
examination who had had eight years of certified experience with 
one of the large firms of practicing accountants and who, at the 
time of taking the examination, was employed for seven years as 
auditor by one of the large corporations, in the preparation of a 
statement of income and profit and loss and balance sheet, allocated 
certain items under captions which he could not justify by past 
experience and performance in practice. The only explanation he 
could offer for so classifying the items in question was that he 
had an inward feeling that he had to do something unusual. 

The eighth suggestion is that the students be instructed, in solv- 
ing problems, to use paper similar to that distributed for the pro- 
fessional examinations. The candidate, in some cases, is required 
to prepare lengthy and involved statements, such as consolidated 
working sheets, on 8 by 10 paper. This is an exceedingly difficult 
task to one who is accustomed to preparing such statements on 
columnar paper. It is suggested therefore that whenever advisable 
to do so, paper similar to that distributed on the professional ex- 
aminations be used for all examinations in accounting throughout 
the student’s course. 

The ninth suggestion is that the students should be instructed 
not to read anything into the problem.. Some students have the 
unhappy faculty of reading certain information into a problem 
and should be cautioned against so going. They will, for example, 
provide for depreciation when the necessary factors to determine 
the amount, such as the cost, the life, the residual value, the period, 
and the rate of depreciation of a fixed asset are not available. 
Such students may be said to read this information into the prob- 
lem if they provide for depreciation in their solution. 

The tenth suggestion is that the students be advised to prepare 
a cash account in short problems, whether or not such an account 
is called for in the requirements. The cash account very often will 
give the student a lead as to some missing factor or factors. This 
fact is especially true of problems classified as the “missing ac 
count” type. 
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Frequent tests should be made of the student’s observance of 
these or any other suggestions that may be given. It is recom- 
mended that problems, previously demonstrated in the classroom 
and changed but slightly so as to require an entirely different solu- 
tion, be used as the basis of a written quiz. The quiz should not . 
require a solution to the problem but merely a description of the 
procedure which the student would follow in solving the problem. 
The aim should not be to test the student’s ability to solve the 
problem but rather to test his observance of whatever suggestions 
may have been made to him. 

The large number of candidates who fail in the professional ex- 
aminations sometimes leads to criticism of the courses of study of- 
fered by educational institutions on the part of the state boards of 
examiners. The common statement is that students are not proper- 
ly prepared. The work of the state boards in preparing examina- 
tion questions is an arduous one. But not all are equally consci- 
entious in this task. Some use the questions prepared by the Amer- 
ican Institute, which is a delegation of responsibilities; others pre- 
pare the examinations independently with great thought and care; 
some prepare examinations which bear every indication of being a 
hurried, last minute job, and we have a recent case where two state 
boards, wishing to use a consolidated problem, used an identical 
problem taken from a well known textbook. 

The whole subject in relation to the state examinations is one 
that should have our thought. This paper is intended to provoke 
discussion. 

One thing seems to be certain from our experience: if there is 
a long period of time intervening between the time of graduation 
and taking the professional examinations, the candidate is in need 
of a very thorough review. This latter fact seems to bear out the 
advisability of a program of preliminary and final examination: 
the preliminary examination to cover questions of law, theory, and 
principles of auditing, and to be taken by the student on completion 
of his course; the final examination to cover accounting practice 
and practical auditing, related directly to cases prepared from 
actual experience, to be taken by the candidate upon completion 
of a required practical experience. If this should come to pass, 
the time may arrive when the accounting case in certain courses 
will supersede the accounting problem as teaching material. 


AN AID IN GRADING PAPERS IN ACCOUNTING 
By E. I. Fseup, University of Colorado 


Probably no task confronting the instructor is more irksome or 
trying than that of grading papers; yet it constitutes a very im- 
portant part of his work, and to a certain extent determines his 
success as a teacher. The subject of grading papers is seldom dis- 
cussed and becomes in many cases merly a personal problem; yet, 
because of its importance, it deserves a larger place in our discus- 
sions. Undoubtedly there is a decided lack of uniformity and 
understanding about this very important phase of our work. 

The objectives in the grading of papers, problems, and books may 
be summed up in the following: 

1. To rate the student’s work. This is undoubtedly the most important 
because it is necessary to determine who are passing and who are not pass- 
ing, as well as to get the relative standings of the various members of the 
class. 

2. To point out errors and see that they‘are not repeated. If we could 
stop with the first objective, it would only be necessary to read the paper 
through and record the grade without putting any corrections on the paper. 
This would certainly simplify the work of the instructor but would not in 
most cases discharge his obligation to his students. It is necessary to 
point out the student’s errors so that he may profit by them, and this is par- 
ticularly true of such a subject as accounting. 

3. To find the weaknesses of students, which may then be pointed out in 
conferences. Where classes are large this is particularly difficult unless the 
instructor systematically accumulates data that will aid him in determining 
the weaknesses of students. 

It is not the purpose of this paper to discuss all, or even any, of 
these problems, but merely to present a suggestion that has been 
helpful to the writer in dealing with the second and third points. 
It is often laborious to write out all the corrections on a paper, 
and, in a good many cases, not effective when it is done, because 
many students do not look at papers which are returned, especially 
when they have passing grades on them. The form following pro- 
vides a means of making a large number of corrections and sug- 
gestions with the minimum of effort, and in such a way that the 
student is almost forced to take cognizance of them. The form 
is the first thing that he sees when he opens his paper, and, if for 
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no other reason than that of curiosity, he will glance it over to see 
what criticisms have been made. 

The student is told in connection with the use of this form 
that he is to use it as a guide in performing his next work; that 
it is excusable to make an error once but that the unpardonable 
sin in accounting is to make the same mistake twice; that if he 
does repeat the error the penalty the second time will be much 
greater, and that if he persists in repetition of the error he will 
probably fail the course because he is not making progress; that 
he can use the form as a guide in doing other work in order to 
make certain that he is not overlooking any essential points. 

However helpful such a form may be to the student, it can be 
made even more so to the instructor. With the use of a master 
sheet, that is, one sheet for each student, kept in the instructor’s 
file or notebook, on which is recorded all errors marked on the 
student’s form, he accumulates the corrections for a quarter or a 
semester that have been made on the student’s work. This will 
enable the instructor to know each time before he puts a grade on 
a paper whether a student has at any previous time made the same 
error, and, if so, to mark him down accordingly. And when a 
student is called in for a conference, the instructor can, by using 
his record book and this master sheet, diagnose the student’s dif- 
ficulty. Otherwise, unless classes are small, an instructor must 
leave much to the memory and to questioning of the student in 
making suggestions for the improvement of his work. 

Just a word as to the use of the form. An instructor is grading 
a set of papers. He has a pad of these blanks to one side. As he 
goes through a student’s paper, he checks on the pad the points 
which he wishes to bring to the attention of the student. When he 
has finished grading a paper, he turns to the master sheet for this 
student, checks on this the points which he has checked on the 
form, then ascertains how many offenses are second or third of- 
fenses, their importance, the number of corrections, etc., which will 
determine the grade. 

The form need not be confined to first year students, as the 
principles apply throughout the accounting courses, and with some 
changes and additions can be readily adapted to advanced work. 

It is not claimed that the use of this form saves time. It is very 
doubtful if it does in the long run, but the advantages of its use 
would seem to-justify the extra time, if any, that it takes. 


| 
i 


The Accounting Review 


azeded 


UT 

Uy ng 

Ul B Youve Jo do} 3B UT 


UT Ing 


uy yng 


qjuour peep UMOP Zuyiq pus dn any 

SOT]OJ 0} 

Uy 

8338p 

uy yng 


*yoog 


jou 


JO 
zeded 
pup 


JUNODIB 
TOP 
Pus sjosse 
aeded 


suumyjoo Jo uy 
Zuypvey 

YAOM 


[VIL], 
aoded jeuinof 
Surpvey 

10-41 


AO ALISUAAINN 
NOILVULSININGY SSANISNG TOOHOS 


| 
| 
j 


Grading Papers in Accounting 


‘aynpeyos ON 

‘aynpeyos oN 

pyedun ‘aynpeyqos on 

‘aynpeyos ON 

SjJUNODIB ON 

syooq uy seZud JoquinN 

FIOM 

YIOM 

HIOM 

qeou jou yIOM 


pepreMioy 

Td 88 ut yng 

8938p Ind 


SOTJOJ 
peysod JO pus 4B 
UT 
uy 


PUB OF 
peysod ‘qjuour Jo pus 38 sZupjsod 
Uy 
Uy 
ay Ind 


jou 

UT 

Ing 

uy yng 


104040) 


:406paT 


pepisMiozy 

qoded 

TS 8B uy 34g 

Uy B ZuyAvq Jo do} ye Uy 


sosuedxe pus MOT, 
Jepun sesuedxe 


sesuedxe Zuyjeredo 
you 


3yo01d jou pus ssoid 
SIRDIDUT 


+ 
| 
3 
4 


REVIEWS 


Accounting Principles and Practice, by R. G. H. Smarts and C. BE. WaAtkKeEnr. 
Queen’s Business Studies, The Ryerson Press, Toronto, 1926. vii, 346 pp. 


The foreword of this book intimates that it is a treatment of accounting 
principles and practice, and the principles at least are fully covered. It 
is intended primarily for Canadian students of accounting and hence does 
not follow the conventional form established by writers of accounting text- 
books in the United States. 

The book is written in narrative form with illustrations inserted at ap- 
propriate points. The chapters divide the work into well-defined subjects. 
The diction is remarkably clear and simple and the text reads easily. It is 
a pleasure to find that the authors do not attempt to manufacture concise 
definitions for terms which do not permit of such treatment, but in all cases 
are at pains to make what they have in mind clear to the reader. It is 
unfortunate that the work is so poorly indexed. 

The principles of bookkeeping are developed from the short historical 
sketch in the editor’s preface to the keeping of cost accounting in Chapter 
XX. Commercial law is touched upon, particularly with reference to con- 
tracts and negotiable paper. A chapter is inserted on single entry or in- 
complete accounts. 

In the United States it has become the custom to distinguish clearly be- 
tween prepaid expenses and deferred charges, and it is believed to be good 
accounting practice to classify the former as current assets. The authors 
of this book evidently regard these items as falling under one general head. 
In fact they advocate one account each for deferred charges, deferred credits, 
accrued assets, and accrued liabilities. In pro forma journal entries appear- 
ing on pages seventy-three and seventy-four, fuel, office supplies, and insur- 
ance are treated as deferred charges, and prepaid rent and interest as de- 
ferred credits. 

The earnings and expense statements for manufacturing companies are 
shown divided into manufacturing, trading, and profit and loss statements. 
It is not the custom in the United States to publish any such statements, and 
if they are prepared at all they are merely prepared for the information of 
the internal management of enterprises. 

The impression might be gained that the authors intended to include ac- 
cerned liabilities under the caption “reserves,” and it is believed that the dis- 
tinction should be brought out somewhat more clearly. Apparently, the 
authors have an entirely different conception of reserves and reserve funds 
from that which is recognized as standard in the United States. This is 
readily seen in the definitions appearing on pages ninety-eight, 102, and 103, 
and on pages 105 to 118. Reserves as such are not deductible expenses for 
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Federal income tax purposes in the United States, and some misunderstand- 
ing might occur if accrued liabilities were so designated in the records. 

The chapter on interpretation of financial statements is exceptionally good. 

There is some question as to whether this work might not prove con- 
fusing if placed in the hands of inexperienced students of accounting in 
the United States, but in the hands of a competent instructor the book should 
be suitable for beginning students and it might even be used to advantage 
throughout an entire beginning course if a sufficient number of related prob- 
lems were furnished as a supplement. 

RicHarD FitTz-GERALD 

Lybrand, Ross Brothers and Montgomery 


Accountancy—Theory and Practice, by J. F. SHErwoov. Southwestern Pub- 
lishing Company, Cincinnati, Ohio, 1925. 432 pp. 


Any text on elementary accounting which presupposes a knowledge of book- 
keeping on the part of the reader lays itself open to some criticism as to 
what has been included, and what excluded. To draw a line of cleavage be- 
tween bookkeeping and accounting is difficult; a rare nicety of judgment is 
necessary. Mr. Sherwood’s book is designed for students who already have 
a knowledge of bookkeeping. If he errs at all as to where the line of cleav- 
age should be drawn, he errs rather in that he has not presupposed enough 
bookkeeping knowledge on the part of his readers. 

The text is divided into “units” rather than into chapters, several units 
forming a group or section. It may well be discussed, therefore, in sections. 

Some forty-odd pages are at once devoted to stating the function of ac- 
counting and to relating accountancy to the other management activities. 
Frequent comments in later pages stress this managerial relationship and 
perhaps suggest the author’s point of view—the point of view which governs 
the whole book. 

In a truly orthodox order the balance sheet and the profit and loss state- 
ment, then the accounts, and subsequently the books of original entry are 
introduced. But a logical development of these topics, even from the man- 
agerial point of view, is wanting. Much has been said in foregoing pages 
as to vatuable statistical data developing out of accounts, yet little is now 
made of this point. Though one might anticipate some simple interpreta- 
tions of balance sheets, none is given; though a bit of the theory underly- 
ing the valuation of certain accounts might be hoped for, accounts are rather 
hurriedly and lightly treated; though the voucher register is a book of 
original entry quite useful and but little known to the average bookkeeper, 
it gets but a sentence in passing, while most minute instructions are given 
as to constructing the more ordinary books of original entry. It would seem 
that the incipient accountant, already equipped with a knowledge of book- 
keeping, should now be instructed rather in the analysis of records than 
in the construction of the books which contain the records. 

After a unit or two given to the adjusting and the closing entries, the 
theory and the booking of depreciation are handled. Already, some hundred 
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pages back, reserves for depreciation have appeared in the balance sheet 
forms, and adjusting entries have been covered as well. Should not deprecia- 
tion have come sooner? 

And now, while the text still retains unity, it begins to lose balance. Only 
about a dozen pages are given to partnership accounting—the admission of 
partners and the dissolution of partnerships—and four of these are covered 
by the solution of a somewhat intricate but a much used problem in disso- 
lution on the installment plan. Possibly the managerial point of view justi- 
fies such brevity. 

From here througnout the remainder of the book (some 150 pages) are 
treated corporate organization, accounting for stock issues, dividend declara- 
tions and payments, mergers and consolidations, accounting for securities, 
receiverships, and cost accounting. Rather much for a space so small. It 
should be mentioned, however, that the discussion on mergers and consolida- 
tions is a masterpiece of simplicity and clarity. 

An abundance of good problems and questions is attached to each unit. 

It seems rather difficult to imagine this text as applicable to the average 
class having a knowledge of bookkeeping only. From the managerial point 
of view it omits much that might have been said on the interpretation of 
balance sheets and develops almost no statistical data gleaned from accounts. 
If intended for students who hope to become expert in the field of account- 
ancy, it passes too quickly over very pertinent topics and hints at more 
than can well be treated in a book of normal size or in an academic year. 
The book is probably well adaptable to a Class desiring a rather general 
view of the whole field, leaving for later study the specific development of 
the various units. 

A. J. Bartow 
University of Virginia 


Income Tax Procedure, by Ropert H. MontcomMeEry. Ronald Press Company, 
New York, 1927. Vol. I, xiv, 1,468 pp; vol. II, iv, 576 pp. 


The 1927 edition of “Income Tax Procedure” presents several important 
technical features which distinguish it from other editions. In the first place, 
the work is devoted exclusively to income taxes, with no discussion of the 
taxes on estates, gifts, capital stock, or excess profits. This change seems 
justified in view of the relatively limited application of several of these 
phases of Federal taxation, and the fact that others are not applicable to 
present business operations. 

A second phase of the revision is the separation of the discussion into two 
volumes. Volume I deals with those topics which a taxpayer should study 
in order to prepare and file returns which correctly set forth his taxable 
income. Volume II discusses the problems encountered after the filing of 
a return—dealings with the Treasury Department, the Board of Tax Appeals, 
and the Federal courts. 

This edition limits itself in large part to a treatment of the 1926 revenue 
act. The explanations center around the most recent decisions, with discus- 
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sion of the procedure under previous laws and regulations reduced to a min- 
imum. Important features of previous revenue acts are incorporated by ap- 
propriate citations to other editions of the work. Inasmuch as these books 
are intended for reference work, and not as a class-room text, this feature 
is probably desirable. The opening chapter on the history of income taxa- 
tion, which introduced the subject in previous editions, has been omitted in 
the 1927 arrangement. 

As a rule, each edition of a work contains more pages than its predecessor. 
This condition is usually defended by the argument that an author is better 
informed as the years pass, hence must display his accumulated wisdom in 
the revised material. The display usually does not take the form of casting 
out any portions discovered as unsuitable. Mr. Montgomery’s sense of pro- 
portion and his lack of vanity prompted him and his staff to “cut ruthlessly” 
in an effort to make the revised edition of use to practitioners and taxpayers. 
Even so, the edition is a work of no slight proportions; the two volumes 
comprising approximately 2,000 pages. 

This is not the place to discuss new features of the present Federal rev- 
enue act. They are dealt with fully in this new edition, each change being 
discussed under its own classification in the arrangement of the material. 
“Income Tax Procedure” will not be of great service to one who wishes 
general information concerning trends in Federal tax legislation; in fact, 
such general discussion is studiously avoided. The avoidance is probably 
based on one or both of the following assumptions: (1) the information is 
so generally known that its inclusion would be superfluous; or (2) a manual 
for practitioners should confine itself to specific problems, rather than gen- 
eral explanation and criticism. Whatever the reason for the omission, some 
general discussion would probably interest many readers. The colorful 
style of Mr. Montgomery’s prefaces creates a desire to have him extend the 
scope of the introductory comments. 

C. R. Rorem 
University of Chicago 


Cost Accounting for Sales, by JosepH R. Hitecert. Ronald Press Company, 
New York, 1926. x, 259 pp. 


This book presents in a popular readable volume the general principles 
related to the budgeting of sales and the construction of the business budget. 
That is, it sets forth the nature of the reports required in connection with 
setting up a sales budget, but it does not pretend to treat in a technical way 
the accounting procedure in connection with the preparation and operation 
of a financial and sales budget. 

The author thinks that the comptroller or assistant to the president should 
have general charge of the collection of information upon which the budget 
is based. It is also stated (p. 43) that there should be a committee for 
budgetary control composed of the “heads of the major departments to- 
gether with the president, who should act as chairman.” 

In the consideration of sales policy (p. 48), the author classifies expenses 
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into “fixed expenses, partially variable expenses, and variable expenses,” 
After defining these concepts, he says: “However, for the purpose of making 
flexible budgets of cost standards on volume of business... it is im- 
portant to consider costs under two headings: fixed and variable.” This is 
illustrated somewhat as follows: 

If the variable expenses of a business are seventy-five per cent of saleg 
and fixed costs are $750,000 per annum, then the profit point will be $750,000 
divided by .25, or $3,000,000 of sales. Of the total sales $2,250,000 will be 
required to meet variable expenses, while the $750,000 balance will be avail- 
able for fixed expense and net profit. As sales go above $3,000,000 the bal- 
ance for fixed costs and net profit will exceed $750,000 and will yield net 
profits. { | 

While this concept has value, an oversimplification results from the omis- 
sion of “partially variable expense.” In practice it would not be found that 
the balance of expenses after the deduction of fixed expense is a constant 
per cent of sales. The formula is, therefore, a superficial statement of the 
relationship of the various types of expense to net profits. For example, the 
author points out (p. 54) that in normal times sales expenses have a ten- 
dency to increase as volume of business is increased. That is, to overcome 
competition, more money must be spent for advertising, and selling ex- 
penses become an increasing per cent of sales. In other words, variable 
expense under this caption becomes an increasing per cent of sales. This 
would seem to interfere with the validity of the formula. The importance 
of solving the relationship problem is quite evident, but has the author solved 
it? 

In the discussion of sales analysis and forecasting of sales (pp. 160-169) 
there is likewise an interesting discussion of an important problem, but the 
refined methods of attacking the relative importance of the various factors 
underlying sales volume are not used and not even referred to. The fact 
that multiple correlation technique is sometimes of use in this connection 
does not seem to be recognized by the author. In an effort to make his 
text more widely readable the author has oversimplified the problem. 

The book is, however, a valuable contribution to budgetary control and 
contains many useful data in regard to forms for collecting information and 
in regard to administrative procedure in the formation and control of the 
budget. 

SpurGEON BELL 
Ohio State University 


The Retail Method of Inventory, by Matcorm P. McNarr. A. W. Shaw Com- 
pany, Chicago, 1925. ix, 143 pp. 


In this volume the author describes fully and completely the retail method 
of inventory. A great deal has already been written on this subject, but the 
material is to be found in scattered and usually inaccessible sources, and 
Professor McNair has rendered a distinct service in publishing this study. 
The retail method, so-called, has been applied principally in the department 
store field, but the writer has used the method quite successfully in 4 
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limited way in wholesale trading concerns, and in one particular instance it 
served to detect a theft of merchandise which later investigation revealed 
had been going on for many years. The amount of the theft was large but, 
in view of the volume of business transacted, did not reflect itself in the ac- 
counts. 

The author has followed what seems to the reviewer a desirable plan in 
first illustrating the retail method in simple fashion and then following with 
a more detailed illustration of the correct and incorrect method of hand- 
ling additional mark-ups and mark-downs. The presentation is clear, so that 
one not familiar with accounting may nevertheless fully understand the 
principles and the application of the method. 

Inasmuch as the book was published under an imprint of 1925, it would 
have been desirable to cite the laws and regulations governing the taking of 
inventories at the time of publication. This, of course, is a difficulty that 
one encounters in publishing a book where tax regulations are involved. 

The author states that as a result of Federal taxation inventories became 
necessary in determining net taxable income. He cites as authority Regula- 
tions 62, Article 1,581. . The original rules, of course, date back to the 1913 
law, and Regulations 62 relate to a later act, namely, the Act of 1921. If 
the reference notes are to serve their full purpose, they should quote the 
latest regulations, namely, Regulations 69. 

In the appendix are noted various articles of the regulations pertaining to 
inventories up to the Act of 1921. The appendix should be brought down to 
date, or if not, at least a footnote should be inserted referring to the present 
Regulations 69. 

The volume should prove of value to all retailers and should find a place 
in the laboratory material of all schools of business administration. 

Joun T. MappEn 
New York University 


Business Cycles and Business Measurements, by Cart Snyper. Macmillan 
Company, New York, 1927. xiv, 326 pp. 


This volume will repay examination. It is not, despite the title, a treatise 
on the business cycle or a text on business statistics. It is a series of re- 
published articles which have appeared recently in sources not ordinarily 
accessible to the accountant. Republication in this form makes available 
a convenient and up-to-date treatment of some of the most widely used in- 
dices of business conditions. The book has the added merit of readability. 

In the introductory chapters, which describe briefly the nature of bus- 
iness fluctuations, the author takes the position that business cycles in the 
United States begin with the last three years of the Civil War and are closely 
associated with our over-rapid industrial development. Hxtensive data are 
presented to show the growth of industry and to make clear that it is only 
with reference to these growth norms that business is good or bad. At this 
point and in a later chapter the author attempts to show that depressions 
have been more moderate during the last period of rising prices than during 
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the falling prices of the ’70’s and the ’90’s and that probably an association 
exists between price trends and the severity of the business cycle. On this 
latter point the evidence seems inconclusive. 

The main portion of the book is devoted to a description of purticular 
indices of business conditions. A post-war index of the volume of trade and 
a deflated bank clearings index are the most important. An unusually full 
list of charts, tables, and computations is included. It should prove useful 
to have these in so convenient a form. Chapter XI presents a new “sensitive 
price index.” The purpose of this index is quite unlike that of its name- 
sake, the Harvard Committee’s “sensitive ten commodity index of business 
cycles.” The latter index was designed to show cyclical price movements 
in exaggerated form and to correspond in timing with Bradstreets. Snyder’s 
index of twelve sensitive commodities is designed to record price changes 
earlier than Bradstreets and there is very good reason to think that the 
prices chosen for inclusion in this composite do move several weeks and 
sometimes months ahead of general price indices. On the whole there is 
much ground for approval and little for criticism in these chapters. 


W. BLAcKETT 
University of Michigan 


Business Management—An Introduction to Business, by PErctvAL 
Henry Holt and Company, New York, 1926. x, 731 pp. 


A reviewer should be pardoned if he approaches with skepticism the read- 
ing of a book which purports to be a “treatment of the entire range of bus- 
iness endeavor.” Such a book must obviously be simply “an introduction to 
business.” Out of seven hundred and twenty pages of text in the book under 
review, one hundred and twelve are devoted to outlines, review questions, 
and problems, leaving a bare six hundred pages of fairly large type in which 
to cover “the whole length and breadth of business.” Criticism, therefore, 
must be interpreted in terms of the physical limitation set for such a task. 

The main subdivisions in the book deal with the business unit in relation 
to society, executive functions, personnel, finance, accounting, production, 
marketing, research, external factors in management, with a brief concluding 
discussion of business as a profession. The author has succeeded admirably 
in preserving balance in emphasis and space given to this extensive array of 
topics. It was nevertheless somewhat of a shock to find psychology in its 
relations to business given a scant one page, with no mention whatever of the 
value of psychology in business except in selling. It was almost as great a 
shock to read a chapter of fifteen pages devoted to “business economics” in 
which exchange and distribution are dismissed with a bare half page! An 
attempt to set forth the elements of bookkeeping and accounting in twenty- 
five pages, or the elements of business law in thirteen pages, means that no 
one will ever refer to this book for detailed information as one would to a 
handbook any more than one would refer to an airplane view of the city to 
determine the exact location of a property line. 
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The book reveals great capacity for organizing logically and clearly a 
vast amount of information, and considerable skill in presenting this in- 
formation in consistently readable form, but the very logic of its organiza- 
tion robs it of its power to stimulate thought, for it necessarily confines it- 
self to a bare recital of elementary problems and fundamental facts, or the 
making of dogmatic and somewhat axiomatic statements of what the bus- 
iness executive ‘‘must” do in order to be successful. One receives no help in 
solving moot problems nor any aid in formulating a method of attack upon 
them. The reviewer cannot believe that the book is sufficiently thought pro- 
yoking to challenge even the capacity of the average college freshman. 

That, however, is the worst that can be said. If one considers the obvious 
difficulties of such an attempt, it can be admitted readily that the author 
has presented a balanced, forward-looking and scientifically-minded view of 
business, both with respect to its internal and its external problems. Prob- 
ably because of his wide experience in the marketing field, the chapters on 
problems of distribution reveal greater grasp and understanding than some 
other sections, particularly accounting and finance. Part II, which takes up 
the executive functions of management, organization, and control, deals with 
these ordinarily baffling topics with straight-forward simplicity and clear- 
ness. Tbe chapter on personnel policies is very well done, but in decided 
contrast is the chapter on industrial relations, which is platitudinous to the 
extreme. The author is to be commended particularly for the way in which 
he has emphasized in every chapter the necessity of coordinating all the 
elements in a business enterprise. To the reviewer, the outlines and il- 
lustrative material seemed the most helpful parts of the book. 

Any judgment of such a book should be in terms of the needs and maturity 
of the person who is to read it. If the reader is immature and desires a 
sane, concise, but general description of the activities of business, he will 
find it here; if he is mature but has been so closely confined to one branch 
of business as to be unfamiliar with the relation of his work to other de- 
partments, he will find perspective herein, though he is likely to be irritated 
by the elementary treatment of his own specialty. If the reader has already 
a considerable range of executive experience, he will find this book simply 
what it purports to be—an admirable introduction to business, but nothing 
more. 

V. H. Petz 
Stanford University 


Introduction to Actuarial Science, by Harry ANson Finney. American In- 
stitute of Accountants, New York, 1920. vi, 101 pp. 


While this little book is entitled “Introduction to Actuarial Science,” it 
really has to do only with the theory of compound interest. The actuary, 
as well as the accountant, must have a knowledge of this theory because 
actuarial calculations relating to any branch of insurance involve a knowledge 
of compound interest as well as the theory of probability and statistics. A 
part of the text appeared originally in The Journal of Accountancy for No- 
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vember and December, 1919, and was later published with certain additions 
in the present form. The author has explained very clearly the more im- 
portant operations used in interest calculations. Following a brief state- 
ment of definitions he takes up the subject of the accumulation of the unit 
and the present value of the unit and shows the relation between compound 
interest and compound discount. This is done chiefly by numerical illustra- 
tions; the author makes very little use throughout the book of mathematical 
formulas. I assume that he has in view chiefly readers who are not familiar 
with much more than the elements of algebra as found in the high. school 
classroom. After explaining the above functions relating to single invest- 
ments he develops in considerable detail the amount of the ordinary annuity 
(known to actuaries as the annuity immediate) and the annuity due, these 
annuities running for » periods. The author has used good judgment in 
designating these as periods rather than years. The application of the amount 
of an annuity to sinking fund contributions is illustrated and then the 
amount of the annuity at interim dates is explained and several pages de- 
voted to computing the unknown rate and the unknown time when the re- 
maining factors are given. The present values of the two types of an- 
nuities and deferred annuities are illustrated by calculations, and the in- 
verse problem of determining the rents produced by known present values is 
considered. From the mathematical point of view it might be said that 
the author up to this point has defined and described chiefly by numerical 
illustrations the six fundamental compound interest functions. 

The remainder of the book is devoted to applications of these six func- 
tions to various practical problems. Among these may be mentioned, the 
payment of principal and interest by equal installments, leasehold premiums, 
bond calculations, the annuity and sinking fund method of depreciation; and 
various problems and solutions. The chapter on bonds is very well done and 
a considerable amount of information is packed in seventeen pages. The 
author shows how premiums and discounts are calculated and illustrates 
amortization and carrying or book value. 

The problems in the last chapter of the book are taken from the examina- 
tions set by the American Institute of Accountants and the solutions are 
given with detailed explanation to assist students who become candidates 
in these examinations. The numerical method of explanation will undoubt- 
edly be very useful to these candidates and will also serve to clear up many 
obscure points in compound interest theory for accountants. The author is 
to be congratulated on placing these difficult matters in compound interest 
theory so clearly before the accounting fraternity. It would be most desir- 
able to have a companion book of the same character illustrating that part 
of actuarial science relating to the theory of probability and life contin- 
gencies and which would show how compound interest and probability are 
combined to calculate premiums, reserves, and other simple insurance values. 
Most accountants know very little about these functions and a book written 
in simple language along the lines of the book under review would be most 


helpful to them. James W. GLoveR 
University of Michigan 
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UNIVERSITY NOTES 


Brown UNIVERSITY 


Mr. James P. Adams has been promoted from associate professor to pro- 
fessor of economics. Mr. Harry E. Miller and Mr. Hugh B. Killough have 
been advanced to associate professorships in economics. Mr. A. O. Greef 
of Harvard University has been appointed instructor in economics. 


UNIVERSITY OF CALIFORNIA AT Los ANGELES 


Professor A. G. Coons is leaving the department to become professor of 
economics and executive secretary of Occidental College. Dr. Floyd F. Bart- 
chett of Buffalo University is coming to the department as assistant pro- 
fessor of economics to take charge of work in money and finance. Dr. Dudley 
F. Pegrum will be an instructor and have charge of courses in the field of 
transportation. 

Professor Howard S. Noble, chairman of the Department of Bconomics, is 
to be on leave of absence for the second half of the coming year. Mr. Noble 
will spend the year in travel and study in England and on the Continent. 


UNIVERSITY OF CHICAGO 


Mr. W. E. Dickerson is going to the University of Kentucky as assistant 
professor of accounting. Mr. L. D. Edee is coming to Chicago from Indiana 
University as professor of finance. 

Mr. Samuel H. Nerlove has been promoted to assistant professor of risk- 
bearing and Mr. Clarence R. Rorem to assistant professor of accounting. 


UNIVERSITY OF GEORGIA 


Mr. F. N. Campbell is transferring his work from accounting to general 
economics. His place will be filled by Mr. Lloyd B. Raisty, M. B. A. 


HARVARD UNIVERSITY 


Professor J. Hugh Jackson, who has been at Stanford University on leave 
of absence for the past year, has severed his connection with Harvard and 
has accepted permanent appointment on the faculty of the Stanford Graduate 
School of Business. 

Mr. Homer N. Sweet, a member of the firm of Lybrand, Ross Bros., and 
Montgomery, is to be a lecturer in accounting. Mr. Arthur N. Hansen has 
been promoted to assistant professor of accounting. F. W. Miller, Paul B. 
Coffman, and Kenneth Donald will be instructors in accounting this year. 
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JoHNS Hopkins UNIVERSITY 


Because of a reorganization of the College of Liberal Arts the courses in 
accounting will be offered only in the School of Business Hconomics. 

Professor G. H. Newlove is offering a C. P. A. preparatory course for seniors 
in the School. 

Last year the Baltimore section of the School of Commerce of the Univer- 
sity of Maryland sent its students to Johns Hopkins, where the evening cur- 
riculum was enlarged to a four-year basis. The consolidation has resulted in 
greatly improving the extension courses offered to employed business stu- 
dents in Baltimore. 


UNIVERSITY OF KANSAS 


Mr. H. F. Bergstresser, assistant professor of accounting, and Mr. L. Scott 
Dayton, instructor in economic history, are leaving the department. New 
staff members will be Mr. W. BE. Warden, A. B. and J. D., University of Iowa, 
and Mr. A. B. Morrison, B. S§., Illinois. 

Mr. John G. Blocher received an M. B. A. this summer. Mr. BE. C. Moser 
is studying at Columbia and Mr. D. Gagliardo at Chicago. 

Mr. Vernon Simons joined the auditing staff of the Kansas League of 
Municipalities for the summer. 

A full year course in business law is now to be required of all seniors in 
the school. A new course in accounting systems is to be offered by Mr. L. 
F. Tupy. 

There were twenty-two graduates in accounting this June and with the 
exception of one or two all have been placed through the Business Placement 
Bureau of the School. 


MARQUETTE UNIVERSITY 


Mr. George W. Knick, who has had charge of the work in cost accounting 
the past year, is leaving to accept a position with the Walgreen Drug Stores 
in Chicago. 

A one-semester course in managerial accounting is being added to the 
curriculum. This course will follow the year of accounting principles and 
will constitute the required advanced accounting for all business students 
who are not majoring in accounting. 

All but one or two of the sixteen accounting majors who graduated in June 
have been placed in acceptable positions, seven students continuing on a full- 
time basis in positions which they had held on a part-time basis during the 
year. The faculty committee on personnel and placements expects to enlarge 
its activities in this direction the coming year. 


State UNIVERSITY oF MONTANA 


Mr. S. J. Coon, dean of the School of Business Administration, goes to the 
University of Washington as professor of economics. Mr. Clyde F. Burgee, 
associate professor of economics, has resigned for further study. 
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Mr. Robert Line is the new dean of the Schol of Business Administration 
and Professor Turnerhigh becomes head of the Department of Hconomics, 
succeeding Dr. Joseph H. Underwood, deceased. Miss Virginia Dixon, assis- 
tant professor of economics, is returning after a year’s leave. 

Mr. Calvin Crumbacker received his M. A. from the University of Washing- 
ton this summer and will teach work in finance. The Chancellor and the 
Board of Education have appointed the new members of the C. P. A. board. 

Craig Hall is being remodeled as the new home of the School of Business 
Administration. The graduates of the School were the largest professional 
group at the past commencement, proving the popularity of business at 
Montana. 


New York UNIVERSITY 


Mr. John F. Sullivan has been advanced to the rank of assistant professor 
and Mr. L. C. Amidon, to associate professor. 

A course in foreign exchange accounting has been added to the curriculum 
and will alternate with the course in insurance accounting. 


UNIVERSITY oF NortTH CAROLINA 


Mr. BE. EB. Peacock and Mr. C. B. Sparger of this department have recently 
received North Carolina C. P. A. degrees. 

There has been a small increase in enrollment in accounting courses the 
past year. 


STaTE UNIVERSITY 


Professor H. C. Greer is taking a year’s leave of absence to work in the 
Research Division of the Institute of American Meat Packers. Mr. H. B. 
Casterton is leaving to enter the public accounting field. 

Mr. J. B. Heckert has been appointed associate professor of accounting and 
acting chairman of the department for the coming year. Mr. J. B. Taylor, 
formerly of the University of North Dakota, has been appointed associate 
professor of accounting. Mr. R. 8S. Willeox has been promoted to assistant 
professor and Mr. D. S. Bolon, from instructor to lecturer. 

Plans have been made for placing senior accounting students in public 
accounting firms in Cleveland, Toledo, Columbus, Dayton, and Cincinnati 
during the winter quarter of this year. These men will be entirely under 
the direction of the public accounting employers and will have only rather 
general supervision by the School. They will then complete their university 
work in summer session. 


STATE AGRICULTURAL COLLEGE 


R. W. Coleman, instructor in accounting, is leaving and Clint Kelly has 
been appointed instructor. 

BE. B. Bosworth, associate professor of accounting, has been elected ore 
of the directors of the Oregon State Society of C. P. A’s. 
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For the past three years there has been in operation here a plan whereby 
advanced students in accounting have worked in the offices of prominent ac- 
countants for a period of two weeks. The plan has worked very successfully 
so far and has given the students some idea of the operations of such firms 
and has also been of aid in placing them on graduation. 


UNIVERSITY OF PENNSYLVANIA 


Professor William D. Gordon has resigned as deputy secretary of banking 
of the state and has accepted a position as treasurer of the Cincinnati, Ham- 
ilton, and Dayton Railway Company. Mr. Gordon has also been appointed 
a member of the commission which will make an educational survey of Boston 
University for the trustees of that institution. 


SYRACUSE UNIVERSITY 


Mr. Henry C. Ross, instructor in accounting, has resigned and Mr. H. F. 
Beurhaus, B. 8S., Syracuse, is to fill the vacancy. Mr. Edward Siebert is to 
be an assistant in accounting, replacing Mr. Immanuel Hu. 


AGRICULTURAL COLLEGE OF UTAH 


Mr. W. BE. Thorn, assistant professor of accounting, is to have a year’s 
leave of absence. Mr. V. D. Gardner will fill his position. Mr. Gardner is a 
graduate of the Harvard Graduate School of Business. 

One-half the graduates in commerce this year were accounting majors. 


WASHINGTON STATE UNIVERSITY 


Professor W. BE. Cox, formerly head of the department of accounting, has 
been elected dean of the College of Business Administration. Mr. H. BE. 
Gregory is now in charge of the work in accounting. 

Mr. J. M. McConahey, C. P. A. has been appointed a member of the state 
C. P. A. board. 

The third quarter of the first year’s work in accounting is now being taught 
as an introductory course in managerial accounting. Beta Alpha Psi has 
been very successful in placing all graduates in accounting. Two of the 
school graduates received their C. P. A’s. in May, Eric Van and Lee Hallowel. 


Correction 


The last two paragraphs appearing under Northwestern University in the 
“Notes” of the June issue should have appeared under Ohio State University. 


i 


i 
| 
4 
i 
q 


3 
3 
q 
| 
| 
4 


er 


+ t 
i 
4 
‘ 
3 
4 
4 
P 


